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As part of an ongoing effort to provide state and |ocal governments with the | atest
i nformati on on debt issuance and managenent, the California Debt Advisory

Commi ssion is pleased to i ssue Leases in California: Their Form and Function. The
report focuses on the use of tax-exenpt leasing to neet the real property and

equi pnent needs of public entities.

While the use of tax-exenpt leasing in California represents a recognized
alternative to nore traditional forms of financing such as pay-as-you-go and bonded
i ndebt edness, little has been witten about the form and function of public |easing
arrangenents. This report attenpts to fill that void by providing some insight as
to why public agencies enploy | eases, the types of | eases which are entered into,
and the purposes for which | eases are used. The report also discusses the |egal
regul atory, and tax considerations associated with tax-exenpt |easing.

It should be noted that the overriding purpose of this report is to serve the

i nformati onal and educati onal needs of state and |ocal agencies which utilize tax-
exenpt leasing to meet their capital and equi pnent needs and for those agencies
whi ch may be considering such arrangenents. The report does not attenpt to

eval uate the appropriateness or cost-effectiveness of various types of |ease
arrangenents, nor does it advocate |easing over other fornms of financing.

Recogni zi ng the inportance, however, of providing policy direction on this issue,
the Comnmi ssion will nake avail abl e a conpani on piece, Leases in California: Summary
and Recommendati ons, to provide recommendati ons regarding further research and
policy devel opnment that may be appropriate with regard to tax-exenpt leasing in
this state.
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FOREWORD

Lease financing is a popul ar way that governnents around the
country obtain real property and equi pnent. Wether the | ease |eads
to ownership or just use of the asset by the governnent, it provides
an alternative to traditional pay-as-you-go and debt financing
appr oaches.

The foll owing report on tax-exenpt |easing resulted froma
Request for Proposal by the California Debt Advisory Comm ssion (CDAC
as part of its continuing role to serve as the State's statistica
center for state and | ocal debt issues, to provide technical
assi stance to state and | ocal governnents in the areas of debt
i ssuance and managenent, and to research and provi de policy gui dance
on debt-rel ated topics.

The Comm ssion collects information on types of debt instrunents
used by public agencies to fund their public projects. Lease issuance
information is inportant to the Comm ssion since | ease financing is
often used by | ocal agencies as part of their capital expenditure
prograns, and is generally included in any review of creditworthiness
or rating eval uation.

As the report details, there are many variations on the thenme of
t ax- exenpt | easing. Regardless of which formis used, governnents use
t ax- exenpt | eases to finance essential assets at reasonabl e costs and
mat ch their capital needs with cash flowrealities.

The report is intended as an educational aid for |local and state
government officials interested in public |ease financing.
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| NTRODUCTI ON

This report explains how and why governnents -- state and | ocal -
- in California use tax-exenpt |easing.

Tax- exenpt | eases generally are considered financi ng arrangenents
obligating the governnental |essee to paynents of principal and
interest for a stated period of tine. Legally, in California, |eases
are not consi dered debt when they contain an abatenent provision that
allows a |l essee to discontinue nmaking | ease paynents if it does not
have use of or access to the |eased asset. |In nost other states (and
occasionally in California), the | ease may contain a provision that
allows a | essee to termnate the lease if funds are not appropriated
for paynments (the non-appropriations provision), to prevent its
characterization as debt. As a result, properly docunented tax-
exenpt | eases do not figure into statutory debt imts in nost states.
However, these sane tax-exenpt | eases are considered debt for nost
accounting and credit analysis purposes and are factored into the
cal cul ati ons of outstanding debt by the credit rating agenci es and
account ant s.

Covernnents are attracted to tax-exenpt |easing because it can
serve as an alternative to bond financing and as a suppl enent in any
capi tal inprovenent program A governnent gains great flexibility
fromtax-exenpt |easing because a transaction can be arranged quickly
and, therefore, can be used to respond to inmedi ate pressures for new
equi pnent or capital inprovenents. Because there have been relatively
few "probl ent tax-exenpt |eases (|eases where non-appropriation or
abat enent has resulted in non-paynent), the market for themis well
devel oped and highly conpetitive; and | eases generally are financed at
attractive rates.

The popularity of tax-exenpt |easing has |ed to the devel opnent
of a very sophisticated national market. The volunme of tax-exenpt
| eases nationally has increased fromapproximately $500 million per
year in the late 1970s to greater than $7 billion in 1986, just prior
to the effective date of the 1986 federal tax amendnents. Since then
t he annual volune is estimated to have dropped to between $5 and $6
billion, corresponding to an overall decline in the volune of tax-
exenpt notes and bonds. Anong | eases rated nationally by Standard &
Poor's in 1989, transactions in California accounted for al nost 36
percent of annual |ease volunme and 52 percent of the total nunber of
rated transacti ons.

In examning leasing, this report considers structural variations
fromprivately placed vendor-financed | eases to certificates of
participation for major construction projects.



The report defines operating | eases -- when the | essee has use of but
not ownership of the asset -- but only for conparative purposes with
t ax- exenpt | eases. Asset-based transfers, sal e |easebacks, or
transactions in which governnents act as | essor and | ease assets to
private organi zations are not discussed.

This report is presented in three parts. Part | is divided into
seven chapters. Chapter One reviews briefly why governnents | ease,
the different types of |ease structures, and the participants in these
structures. It describes how funds flow in | ease transactions and
provi des graphic presentations of the relationships of the
participants to each other in the different structures.

Chapter Two provides historical perspective to |easing, including
| egal questions such as why nost tax-exenpt |eases are not legally
consi dered debt under a state |aw anal ysis.

Federal and state legislative and regulatory requirenents
affecting tax-exenpt |eases are discussed in Chapter Three. These
consi derations include federal tax, securities and bankruptcy | aws and
regul ations. State requirenents concerning |egal authority,
procurenment issues, usury |laws and secured party transactions are al so
reviewed. Based on the |egal issues already addressed, Chapter Four
anal yzes the different provisions in a |l ease contract and its various
attachnents.

Chapter Five presents a discussion of the accounting treatnment
that governnents apply to their |eases. Chapter Six details how
| eases are marketed to the private sector and di scusses the factors
| essees shoul d consider when evaluating their | ease bids. Chapter
Seven follows with a review of the credit issues surrounding | eases
including credit ratings and credit enhancenents.

Part 11 provides ten case studies of different |ease transactions
entered into by California jurisdictions. These anal yses show how
certain governments have structured their financings to incorporate
the various leasing elenents reviewed in Part One. Commentary on the
case study exanpl es expl ains why certain transacti ons were structured
the way they were and eval uates sone of these approaches.

Part 11l is a brief look at the future of tax-exenpt leasing in
California.

The appendices include a glossary of terns and a |isting of
resources for additional information on |easing.
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CHAPTER ONE
Types and Pur poses of Leases



CHAPTER ONE

TYPES AND PURPGCSES OF LEASE FI NANCI NGS

This chapter reviews different types of tax-exenpt |eases in
whi ch state and | ocal governnments participate. |t discusses how the
different types of |eases are structured, who is involved in them and
how cash flows w thin them

This section will also review naster | eases and | ease pools --
arrangenents that help | essees acquire, on a single financing, assets
of different types or that permt two or nore | essees to conbine their
financing needs in one transaction. This discussion is conplenented
with figures (flowharts) that depict the flow of funds.

State and | ocal agencies can participate in different types of

| easi ng arrangenents that range from operating | eases -- where they
have use, but not ownership of the property (these | eases are not tax-
exenpt) -- to variations on tax-exenpt financing |eases, all of which

| ead to property ownership. This discussion does not exam ne
operating | eases except for conparison with tax-exenpt |eases.

The primary distinction anong tax-exenpt |eases is their
packagi ng -- whether they are small, privately placed transactions
(usual 'y for equi pment) or whether they are sold to investors through
certificates of participation (COPs). The principal distinction anong
certificated |l eases is whether they are sold to a |limted nunber of
investors or publicly distributed on the retail securities market.

Regardl ess of the source of funding, the flow of funds for a
typi cal tax-exenpt lease is fairly straightforward. Once the |essee
has sel ected the asset and the cost is known, the financing can be
arranged. The lessor funds the asset cost to be paid either directly
to the vendor/contractor or to an escrow for |ater disbursenent. The
| essor may act as investor and make the funds available itself or
rai se themfrom anong other investors (either individuals, banks,
credit conpanies, corporations, etc.). The |essee nakes its regul ar
paynents either to the |essor, the trustee or another assignee. Title
to the asset will pass to the | essee either at the outset of the |ease
or at its conclusion, based upon the | egal requirenents of each
transacti on.

As the nane inplies, tax-exenpt |eases involve interest
conponents cal cul ated at tax-exenpt rates. The |essee, as ultimate
owner of the | eased asset, has the advantage of |ower interest
paynments and the investor earns tax-exenpt income. This contrasts
with operating | eases in which governnents obtain use of an asset over
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the | ease termbut ownership stays with the lessor. Interest on
operating | eases, although not always separately stated, is taxable to
the lessor and is, therefore, conputed at higher rates.

A municipality enters into a tax-exenpt |ease to finance the
purchase of equi pment or the purchase or construction of rea
property. Anong the types of assets that can be | ease financed are
the traditional equi pnent needs -- such as conputers, tel ephones,
firetrucks, autonobiles and garbage trucks -- and real estate projects
such as jails, adm nistration buildings, and waste-to-energy
facilities. However, financed assets, in a few cases, have included
| ess traditional itens such as conputer software, systens integration
and bui | di ng mai nt enance.

The termof the financing is generally equivalent to the useful
life of the asset being financed. Hence, few equi pnent | eases extend
beyond 7 to 10 years but real property |eases may exceed 20 years.
For instance, police vehicles are usually financed for two to three
years, while conputers, telecommunications systens and firetrucks are
financeable for five to seven (and, perhaps, ten) years. Buildings
general ly can be financed for 20 years while it nmay be possible to
finance sone environnmental facilities (wastewater, solid waste, etc.)
for up to 30 years.

VWHY LEASE?

The value of leasing to governnents is that it serves as an
alternative to bond financing and can be an essential part of a
capi tal inprovenent programto supplenent the issuance of bonds. A
governnment gains flexibility fromtax-exenpt |easing because a
transaction can be arranged quickly and, therefore, it can adapted to
unusual or unique circunstances requiring the acquisition of assets in
an expedi ted manner.

Anong t he reasons that governnents participate in tax-exenpt
| eases are:

o they provide 100 percent financing of asset cost;

0 they spread out the cost of equipnent or facilities over
t he assets' useful lives;

o the short useful lives of certain assets do not justify
bond fi nanci ng;

o selling bonds, including obtaining voter approval, can

be tine consum ng and, given the tine value of nobney,
may increase the acquisition cost;
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0 equiprent |eases are relatively sinple to conplete and
al | ow governnments to obtain their equi pment quickly;

o the bond market may not be an option because the |essee
has no bond rating or market experience, or the | essee
is unable to have a bond referendum approved;

o they offer the opportunity to preserve cash for other
projects or activities for which leasing is not an
alternative; and

o they do not require voter approval.

Tax- exenpt | eases also may be referred to as: mnunicipa
| eases, installnent sal es, |ease-purchase agreenents,
condi tional sales, and | ease-to-ownershi p agreenents.

NON- APPRCPRI ATI ONS AND ABATEMENT PROVI SI ONS

The difference between a bond or note and a lease is that in nost
i nstances a tax-exenpt |ease is not legally considered debt because of
t he non-appropriations or abatenment provision found in | eases. The
non- appropri ations provision states that in the event that future
years' |ease paynents are not appropriated, the | essee can termnate
the | ease without being in default and wi thout obligation to make
further | ease paynents. The |essee, however, mnmust return the asset.
Under the statutes of nost states (and upheld by courts in at |east 30
states), the effect of the non-appropriations |anguage is to make
| ease paynments operating, rather than capital, expenses.

As protection for the investors, nost non-appropriations |eases
al so contain a non-substitution provision which states that follow ng
a non-appropriation, the | essee, for a specified period, cannot
substitute |ike equi pnent or contract for services that the | eased
asset would have provided. They also contain covenants requiring best
efforts by the | essee to request funding of |ease paynents in future
fiscal periods and a confirmation of the essential use of the
equi pment bei ng funded.

As a result of the perceived risks of non-appropriation, tax-
exenpt | eases are arranged for essential assets -- those assets
regularly used in the day-to-day operations of the |lessee. In the
view of investors, rating agencies, and credit enhancenment providers,
it isless likely that a | essee will non-appropriate for an asset on
which it relies to performan essential function (i.e., a computer
t hat keeps tax roles and handles all other accounting functions.)
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In California, however, nany tax-exenpt |eases are structured
w th abatenent clauses that allow | essees to stop rental paynents if
they do not have use of the | eased asset. These clauses may all ow or
call for abatenment of all rents or may permt proportionate abatenent
of an anount of rents applicable to that portion of the asset(s) not
avail able for use. This provision may be in addition to a non-
appropriation provision but nore likely replaces it. California
courts have rul ed that abatenent | eases do not legally constitute
debt. Further, they have held that such | eases can be executed for
mul ti-year periods, can have rental paynments payable fromany legally
avai | abl e source, and can have stronger default provisions. To
protect investors fromabatenent risks, many of these | eases require
the | essee to purchase rental interruption insurance to supplenment the
usual requirement of property and casualty insurance.

The mar ket perceptions of non-appropriations and abat enent | eases
differ. |In general, an abatenent |ease, particularly when supported
by rental interruption insurance, is viewed as a | ess risky investnent
because the | essee is obligated to budget for and nmake its | ease
paynments. Lease paynents can be termnated without a default if the
| essee is deni ed use of the asset. On the other hand, a non-
appropriations | ease allows the | essee to term nate a | ease, without
being in default, if it should non- appropriate for |ease paynents.

TYPES OF LESSORS

To understand tax-exenpt | ease arrangenents, it also is hel pful
to know the types of participants who act as |essors for such
transacti ons. Tax-exenpt |easing dates back at |east to 1954 when the
federal tax courts first began to determ ne how the interest portion
of | ease paynents made by a governnental unit would qualify as exenpt
fromfederal inconme tax. At that tinme, tax-exenpt |easing generally
i nvol ved transacti ons between a | essee and an equi pnrent vendor. By
treating part of the | ease paynent as tax-exenpt interest, the vendor
could be nore conpetitive inits |ease rates to governnmental custoners
and presunmably could sell nore equi pnent.

As early as 1970, |ease brokers, who traditionally facilitated
t axabl e | ease transactions, began to provide their services to the
t ax- exenpt | ease market. The |ease broker is typically an
organi zation that specializes in assisting vendors or |essees in
| ocating investors to fund the sal e/ purchase of assets. Throughout
the early and md 1970s, the typical client (investor) of the |ease
broker was an institution, such as an insurance conpany or bank, with
sone brokers or investnent bankers selling small |eases directly to
weal thy individuals. The |ease broker gradually becane nore
sophi sticated and created both | essor conpani es and brokerage (or
| ease pl acenent) conpanies. Sonetinmes these affiliated conpani es have
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di fferent names whi ch nake the invol venment of the | ease broker's
affiliates | ess apparent to | essees and investors.

Starting in the late 1970s, institutional investors began to
participate directly in the structuring of tax-exenpt |ease
transactions and now actively solicit transactions anong | essees.
These types of investors are typically large finance conpani es which
are often affiliated with corporate conglonerates (e.g., GCenera
El ectric Credit Corporation, IBM Credit Corporation, etc.) or
subsi di aries of major conmercial banks. In addition, captive credit
conpani es (which only finance assets that their affiliates produce)
have al so increased their activities in tax-exenpt |easing.

Finally, with the enornous growt h of tax-exenpt |easing that
occurred in the 1980s, a new financing source joined the |list of
participants. This is the individual investor represented by an
underwriter who primarily sells tax-exenpt |eases through the
certificate of participation format. Al though underwiters can and do
sell sone transactions on a private placenent basis, their greatest
contribution is in the retail distribution of COPs to | arge nunbers of
i ndi vidual investors. The availability of retail market distribution
has contributed greatly to the increased vol une of tax-exenpt |eases.
However, underwriters generally cannot act as |essors. Therefore,
anot her group of lessors -- including non-profit corporations, joint
powers authorities, and other special authorities -- have devel oped to
facilitate large underwitten transactions.

Wth this brief introduction to tax-exenpt |eases and | essors,
the next sections discuss different types of |easing arrangenents, why
and how they are structured, who participates in them and the flow of
funds.

TYPES OF LEASES
Privately Placed Tax- Exenpt Leases

Al t hough the general terns and conditions of nost tax-exenpt
| eases are simlar, sone structures are nore conplex than others and
i nvol ve nore participants. The sinpler |eases generally include fewer
participants, tend to be for relatively small dollar vol une
acqui sitions and are sonetines terned "m ddl e market" transacti ons.

The first |ease structure reviewed is of the sinpler (usually
smal ler) | eases which are collectively referred to as privately pl aced
t ax- exenpt | eases. The |abel "privately placed" refers to the fact
that the leases ultimately are sold privately to a few investors and
frequently are sold to a single investor as a single |ease.
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Because there are no reporting requirenents either nationally or
in nost states, the annual nunber of privately placed | eases is
unknown but is thought to be quite high. At the sanme tinme, however,
the total dollar volume is estimated to be low, particularly in
relation to the dollar volune of certificates of participation.

The typical privately placed | ease involves a | essee that wants
to acquire property (usually equi pnent but sonetines real property)
with a relatively low dollar cost. The dollar anmount of each | ease
can run from $10, 000 to $5, 000,000 or sonetines even nore. However,
nost privately placed | eases usually are for less than $1 mllion

Privately placed | eases are used to finance capital assets in
many states around the country. |In California, these | eases have
ei ther abatenent or non-appropriations provisions. However, in nost
other states, privately placed | eases contai n non- appropriations
provi si ons.

Lessees seek their financing either conpetitively or through
negoti ated bids. This decision may be dictated by state or |ocal |aws
that require conpetition. Sone |essees may choose to negotiate the
financing in order to expedite the process or because the transaction
size is too small to interest or warrant an extensive bi ddi ng process
or is too time-consumng to warrant any resulting savings.

Most | essees enter into a privately placed | ease when they need
equi prent and they do not have the cash to pay outright or they are
unable to or do not want to use bond proceeds for the purchase.
Cenerally, the |l essee selects the asset needed and solicits proposals
for its acquisition. It may ask the vendor to state a purchase price
that includes a |l ease rate or to provide both a cash purchase price
and a cal cul ati on of what | ease paynents woul d be.

However, many | essees will solicit vendor prices for the asset
acquisition only and will independently seek |ease financing rates
fromthird-party conpanies and financial institutions accustonmed to
investing in tax-exenpt |eases. This permts the |essee to obtain the
nost cost effective price as well as financing cost. Mny vendors do
not specialize in financing their products and, as a result, either
will offer to finance at high rates (and serve as the investor) or
will introduce a third-party lessor/investor. 1In the latter
situation, the involvenent of the vendor as |ease broker tends to
drive up the financing cost. Lessees also may benefit from separating
asset acquisition fromfinancing bids by potentially broadening the
equi pnment supplier market. This occurs because sonme vendors cannot or
do not offer financing and would be excluded from bidding on a
conbi ned sal es and fi nance package.
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The two primary categories of privately placed tax-exenpt |eases
are descri bed bel ow.

Vendor - Fi nanced Leases

As its nane inplies, the vendor-financed | ease involves a vendor
of equi pment handling the financing of the |eased asset. |In this type
of |ease, the vendor usually acts as |essor and investor and holds the
| ease for its full term Alternatively, the vendor may assign the
| ease to one or nore subsequent investors. The vendor/lessor is
responsi ble for providing the | eased asset -- both its nmanufacture and
its financing. Usually, no funds are required in a vendor-financed
| ease until the asset is delivered and accepted, at which tine | ease
paynents conmence fromthe | essee to the vendor/| essor

The primary incentive to the vendor/lessor is usually to

accommpdate the sale of the assets it manufactures. |If the vendor
retains the | ease as an i nvestnent, the vendor will al so receive tax-
exenpt interest fromthe future | ease paynents. |f the vendor assigns

the | ease to other investors, the vendor may receive a broker's fee
fromthe new investor, adding another |ayer of cost to the financing.
Many vendor/| essors, however, do assign |eases to investors w thout
maki ng an additional financing profit. |In these cases, the vendor
provides the financing to its custoners as a service, presumably to
encourage future sales of its products.

The vendor-financed | ease is usually the easiest and qui ckest to
docunent. It typically involves a single (often preprinted forn
| ease between the vendor/lessor and the | essee. The lessee wll be
expected to provide an opinion of its counsel that the lease is valid
and binding and that the | essee has conplied with the bidding and
procurenent statutes. A separate bond or tax counsel opinion is
generally not required. Since the vendor is typically the initial
| essor, an escrow of funds to assure paynent of the acquisition price
is unnecessary and rarely found in these transactions. Figure 1
presents a flow chart of this sanple transaction

Third-Party Fi nanced Leases

In a third-party financed | ease, soneone other than the vendor
assumes the responsibility of providing or arranging the financing of
the | eased assets. The third party nay be a direct investor or a
| ease broker, either of whomusually acts as |essor, although
occasionally the vendor may continue as |lessor. The difference
bet ween a vendor/l essor in a vendor-financed | ease and a vendor/| essor
inathird-party financed | ease is the |evel of financing
responsibility the | essor assunes.
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Vendor-Financed Lease Purchase

Provides Equipment

<
Lessee Lease-Purchase Agreement (LPA) Lessee
> (Vendor)

Makes Lease Payments

Assigns
LPA
Some vendors retain lease-purchase obligations for
their own Investment account and do not assign them to
outside Investors. Investor
Figure 1

1-8



In the sinmplest formof a third-party financed | ease, the | essor
| eases to the | essee who accepts the asset fromthe vendor, follow ng
whi ch the | essor pays the vendor and the | essee nmakes | ease paynents
to the lessor. After the |lessee has selected the asset and the | ease
financing is docunented, the vendor is authorized to deliver the

asset. |If the |leased asset is not accepted in its entirety at the
time the lease is funded, sone or all of the purchase price may be
pl aced in an escrow account. In such cases, the services of an escrow

agent/trustee will be required. The escrow agent hol ds the | ease
proceeds until the | essee accepts the asset and authorizes the escrow
agent to pay the vendor

A third-party financed | ease generally takes nore tinme to
docunent than a vendor-financed | ease, frequently three weeks or
longer. The lessee will be required to provide the sane type of |ega
opi nion as required for a vendor-financed | ease. However, the third
party may al so require a separate opinion of tax counsel concerning
the tax-exenpt treatnent of the interest portion of the | ease paynents
under federal and state income tax |aws.

The various parties in this case benefit fromthe transaction in
different ways. The |essee finances its assets at tax-exenpt interest
rates without incurring debt. The vendor benefits fromthe sal e of
its product. The third-party |essor/investor earns a profit from
receiving tax-exenpt incone or, where it assigns the lease to
investors, froma "spread" in the financing rate it receives fromthe
| essee and the rate at which it obtains noney frominvestors. For
instance, in a lease in which the third-party | essor assigns its
interests to another party, the |l essee nmay be paying an interest rate
of 7.5 percent and the lessor may find an investor willing to fund the
transaction at a tax-exenpt yield of 6.75 percent. The spread of .75
percent is the lessor's gross profit and the new i nvestor becones the
beneficiary of tax-exenpt income. The lessor's gross profit is
reduced by any closing costs (legal fees, etc.) to achieve its net
profit. Usually the smaller the dollar volune of the |ease, the
| arger the spread to conpensate the participants to the transaction
The actual dollar margins will depend on the size of the financing,
the terns of the | ease, and the paynent frequency. For exanple, to
receive 1 percent of margin (or gross profit) on a three-year |ease
with nonthly paynents in arrears, the lessor will require an interest
rate spread of approximately .67 percent (67 basis points); to achieve
the equivalent nmargin, for a lease with a five-year term the spread
is reduced to .42 percent (42 basis points). Simlarly, a nonthly
paynment structure will provide less margin to the | essor than
guarterly paynents due to the present value of cash flows.

Figure 2 outlines the flow of activities in a typical third-
party financed | ease.
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Certificates of Participation

A popul ar form of |ease packaging involves a certificate of
participation (COP). A COPis a variant of a |ease financing in which
the lease is divided by the |l essor into individual units sold
separately to investors. Mre precisely, a COP is a security (issued
inaformsimlar to a municipal bond) that evidences the undivided
fractional interest the investor holds in a particular |ease and, as
appropriate, a security interest in the rental to be paid and the
assets being financed. The nunber of parties, the docunentation and
the cash flow patterns mrror those of a bond sale. COPs al so can
have as many structural variations as bonds.

The vol unme of COPs increased significantly in the 1980s with
governnments in California accounting for the vast majority of those
transactions. By exanple, the California Debt Advisory Conm ssion
(CDAC) reported in 1988 that 165 COPs were issued in that state for a
total dollar volune of nore than $2.2 billion. Standard & Poor's
Corporation reported for the sane period that, nationally, it rated
nore than $3.5 billion of tax-exenpt |eases, with |eases by California
governnents representing 47.1 percent of that total. The primary
reason for the high volunme of COPs in California is the inpact of
several |egislative referenda (including Proposition 13 and the Gann
initiative) that severely Iimt property taxes as a source of revenue
to governnments in the state and require a 2/3 najority voter approva
for any general obligation debt financing. Decreased revenues have
led, quite naturally, to a |l everaging of that revenue to | ease
fi nanci ng.

COPs are used for all types of assets but have been w dely used
for large real property purchases. The distinction between a COP and
a privately placed transaction is that COPs are generally sold to nore
t han one investor. Al though they may be sold privately to
sophi sticated investors, they frequently are sold publicly, through
br oker-deal ers, in an underwitten transaction to a diverse group of
i nvestors.

A COP is nore conplex than a privately placed | ease. Wile the
underlying | ease has the sanme contractual features (non- appropriation
or abatenent, essentiality, etc.), the transaction requires nore tinme
to organi ze and i nvol ves nore participants.

The participants in a COP transaction include the governnenta
| essee, the lessor, the vendor(s) and an underwiter who will solicit
investors. Many COP transactions also require a trustee. The trustee
acts on behalf of the nmultiple investors primarily to collect rent
fromthe | essee and to disburse it to the respective investors. In
sone transactions, the trustee also holds the acquisition funds in an
escrow account until paynent to the vendors or contractors is
required. Finally, the trustee has a duty to act for the investors'
interest if the | essee defaults, abates, or non-appropriates on the
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| ease. The trustee nmay al so be substituted by a payi ng agent or
escrow agent.
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Third-Party Financed Lease Purchase

Lease-Purchase Agreement (LPA)

> Third-Party

Lessee

Makes Lease Payments Lessor

Pays for
Equipment
Provides
Equipments
\ 4
Vendor Investor

Some third-party lessors do not assign the lease
obligations but retain them as their own Investment.

Figure 2
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Most of the parties will be represented by counsel and a bond or
tax counsel will participate to render the opinion that the
transaction is tax-exenpt. Oher participants may include the credit
rati ng agency analysts (if the transaction is to be rated) and
representatives of the credit enhancenent provider (if it is to be
enhanced). The enhancer will also be represented by counsel. O
course, |lessee's counsel will be involved during the preparation and
negoti ati on of the docunents.

COPs are or may be structured with a nom nal |essor that may be a
non-profit corporation, a private entity, a joint powers authority, or
anot her special agency. This structure typically involves a trustee
who receives the proceeds of the COPs sale and to whomthe | essor
assigns the duties to disburse the proceeds to the vendor(s), the
coll ection of |ease paynents, and the di sbursenent of principal and
interest paynents to the certificate hol ders.

COPs can be sold conpetitively or on a negotiated basis. |If
conpetitive, the |l essee, usually assisted by special counsel and a
financi al advi sor, prepares the docunents, issues the officia
statenent, takes bids on a specified date and awards to the | owest
bi dder. Wen negotiated, the underwiter works closely with the
| essee in structuring the transacti on and preparing the docunents,
including the official statenent; the pricing is negotiated between

the underwiter and the |l essee. |In a negotiated transaction, the
| essee may be in a position to bring its COPs to nmarket at an
advant ageous tinme relative to interest rate volatility. In addition

negoti ati on sometines allows the | essee to market nore conplicated
COPs to specialized investors (those who understand the | ease docunent
and the risks of non- appropriation or abatenent). On the other hand,
the conpetitive sale of COPs assures open bidding anong a wi de source
of underwiters and, for straight-forward transactions, may produce
the | owest interest cost.

One way in which a COP structure may differ fromthat of a bond
is that COPs may call for a debt service reserve fund that may

mtigate the risks of non-appropriation or abatenent. 1In this case,
COPs are funded for nore than the asset cost to provide for the debt
service reserve account. In accordance with the 1986 Tax Reform Act,

reserves frombond or | ease transactions may not exceed 10 percent of
the initial offering.

COPs are generally sold through an official statenent that
descri bes the transaction, the sources of repaynent, and the genera
econom ¢, financial and denographic trends of the | essee. Like bonds,
COPs may be rated. They may al so have credit enhancenents to offset
the investnment risks of non-appropriation or abatenment. COPs are
traded in established securities markets and for public offerings are
typically sold in $5,000 denom nations.

Figure 3 shows the typical way in which funds and
responsibilities flowin a COP transaction
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Lease Revenue Bonds

Lease revenue bonds in sone instances are the equival ent of COPs
except the word "bond" may make them nore acceptable in the financia
mar ket pl ace. For exanple, if a building authority issues revenue
bonds to finance the construction of a jail or office buildings and
then | eases that facility to another state agency, the underlying
| ease nost likely will contain the sane | anguage and provi si ons comon
to the tax-exenpt |eases previously discussed. Therefore, a revenue
bond relying on the pledge of the | ease paynents has sinmlar risks as
a COP. Lease revenue bonds also are not treated as debt for state |aw
pur poses, either under the "|ease" exception discussed in Chapter Two
or under the special revenue exception to debt |limtations.

However, many | ease revenue bonds will also be supported by a
specific pledge of the income derived fromthe | eased asset. For
exanpl e, the |l ease of a wastewater treatnment facility by an
i nprovenent authority to a nunicipal sewer utility would |ikely
contain a pledge of net sewer fees charged by the utility to its
custoners. This type of |ease revenue bond is principally eval uated
on the strength of the pledged revenue streamand not primarily on the
ot her provisions of the |ease.

In California, issuers of |ease revenue bonds (also called
enterprise | eases) include non-profit corporations, joint powers
authorities, redevel opnent agencies, and parking authorities. In
ot her states, other types of governnental entities can issue these
bonds as long as they are supported by project revenues.

Lease revenue bonds involve simlar parties with simlar roles as
al ready revi ewed above in the discussion on COPs.
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Master Leases, Lines of Credit and Lease Pool s
Mast er Leases

A master | ease can provide governnental |essees with many
econom es and efficiencies. By entering into such an arrangenent, a
| essee is able to acquire various pieces and types of real and/or
personal property fromdifferent vendors over a period of time under
one |l ease contract. |In addition to the benefits of working wi th one
set of documents for nultiple acquisitions, the | essee does not have
to seek financing each tinme a new acquisition occurs. Frequently,
master | eases are arranged to consolidate outstanding | eases or to
coordinate the leasing activities of many agenci es within one
gover nnment .

The flow of funds of a nmaster lease will mrror either that of a
third-party financed | ease or a COP (except that a trustee or paying
agent is usually involved to hold funds and di sburse to vendors as
appropriate). The primary difference between a master | ease and ot her
t ax-exenpt |eases is that there generally is nore than one vendor and
there may be nore than one user. Frequently, a primary |l essee in a
master | ease (such as a state purchasing bureau) nmay subl ease the
assets to other qualified nunicipal agencies.

When a naster |ease involves assets to be used by many agenci es
wi t hi n one governnent, an additional set of agreenents nmay be
requi red, depending on the authority of the central governmental unit
acting as lessee in the naster |lease. The central |essee may sinply
be authorized by statute to act on behalf of all agencies or it may
require the agencies to specifically authorize its actions. |If an
aut hori zation docunent is needed, it could be in the formof a
subl ease agreenent incorporating all the provisions of the master
| ease, or it could be a sinple nenorandum of understanding comm tting
t he user agencies to abide by the terns of the naster |ease.

Figure 4 outlines the nmaster |ease transaction which typically
occurs when operating departnments of a governnmental unit request a
central purchasing or finance office (the "primary | essee") to | ease
assets to serve each departnent's uni que needs. The primary |essee
enters into a lease with a | essor who generally assigns the |ease to a
trustee who issues certificates of participation to an underwiter
The underwriter sells the COPs to investors and deposits those
proceeds (less comm ssion) with the trustee for
paynment to vendors after delivery and acceptance of assets by the
operating departnments. The primary | essee is responsible for
collecting rents fromthe operating departnments and remtting these to
the trustee, who in turn pays the investors.

Many naster | eases with non-appropriations provisions are

structured as "all or nothing" |eases to enhance their security val ue.
In other words, if a | essee chooses to non-appropriate, it nust non-
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appropriate all assets acquired under the master | ease. Wth this
restriction, the risk of non-appropriation is mnimzed.
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Lease Lines of Credit

Many master | eases are al so organi zed as lines of credit with the
interest rates set by fornula as the funds are needed. At the point
at which funds are drawn down, the rate is fixed pursuant to an i ndex
or continues to float on an index. As a result of this structure,
| essees know or can cal culate the cost of financing fromthe outset
and are assured that their costs are conpetitive and reflect current
interest rates.

Lease lines of credit are normally provided directly by investors
or sone | ease brokers who arrange to provide the requisite financing
on demand whenever the | essee receives assets under the program The
line of credit |essor agrees to pay vendors identified by the | essee
as and when assets are delivered and accepted. Specific assets are
not identified when the line is negotiated; however, an understanding
i s reached during the negotiation of the docunents as to the types of
assets and the useful lives that are acceptable. Wen each asset or
group of assets is paid for, a schedule is added to the |ease to
identify the asset, the financing term and the applicabl e paynents.

A lease line of credit frequently does not involve a trustee or
payi ng agent because the line provider acts both as | essor and
investor. A trustee or paying agent may be used if a subsequent sale
to multiple investors is anticipated.

Lease Pool s

In the | ast several years, sone state associations have sponsored
t ax- exenpt | ease pools. In California, for instance, the County
Supervi sors Association, the California School Boards Association, the
California Special Districts Association and the Associ ation of Bay
Area CGovernnents have set up |ease pools for their nmenbers. Simlar
prograns have been set up by the Florida School Boards Association and
the Uah School Boards Associ ation.

These | ease pools typically are organized with a subsidiary of
t he sponsoring organi zati on acting as nom nal | essor and usually
i nvol ve a group of separate | eases to several |essees. The pools are
organi zed and sized to respond to the | ease needs of the nenber
governments. |In active prograns, |ease pools may be financed annually
or nore frequently.

A | ease pool will always involve a trustee to receive | ease
paynments fromnultiple | essees and disburse themto the investors.
The trustee will issue COPs representing undivided interests in al
| eases in the pool. An investor assunes a portion of the risk
associ ated with each | ease. However, since each lease is legally a
separate obligation, the risks of non-appropriation or abatenent are
limted to the specific | essee; the different | essees are not
responsi ble for the obligations of other |essees.
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A credit enhancenent in the formof a liquidity letter of credit
can be of particular benefit to | ease pools that involve a nunber of
different | essees. Because of the differing |evels of
credi tworthiness anong the | essees in a pool, a liquidity letter of
credit can contribute to its marketability by providing a uniform
| evel of credit to the | essees and assuring investors of pronpt
paymnent .

Because of their conplexity and the | arger nunber of |essees in
| ease pools, bond counsel and ot her special counsel will assist in the
preparation of docunments to assure their conpliance with federal tax
and securities laws. In addition, each |essee's counsel wll be
i nvol ved in the transactions.

CONCLUSI ON

In summary, the roles of the different participants to a | ease
transaction are outlined in Exhibit 1 below. As the prior discussion
reveal s, these parties may or may not be in all |eases; they may play
nore than one role; and they may play different rol es.

Wil e the size of transactions and the sources of funding nay
vary, the underlying | eases are very simlar. Lessees select the

| ease packaging that best fits their needs -- whether it is a vendor-
financed transaction for a small equi pnment purchase or a publicly sold
COP that will finance a newcity hall. The flow of funds and

responsibilities in these transactions may differ in their conplexity
as may the nunber of parties involved but the result is the same. A
governnent has acquired an asset and has not incurred debt but has
undertaken a paynent obligation. The investors receive tax-exenpt

i ncome and have a secured interest in an asset that they hope never to
possess.
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EXHBIT1
TAX- EXEMPT LEASI NG PARTI Cl PANTS AND THEI R RCLES
wWho Rol e

Lessee CGovernnental unit that uses the | eased asset,
nmakes periodi ¢ payments of principal and
i nterest, and gai ns ownership of the asset at
sone point during the transaction. The |essee
chooses the asset and financi ng source.

Lessor Party that may provide the funds and act as
i nvestor or that may assign its interest in
the | eased property to another party. If a

nom nal lessor, it acts as a conduit to
acquire the asset for resale to the | essee.
The | essor may be the vendor/contractor, the
i nvestor, or a public or private third party.

Vendor/ Cont r act or Party that provides the asset to the | essee.

These parties are selected by the | essee and
performaccording to | essee specifications.

Underwri ter Original purchaser of COPs (fromthe | essee or

escrow agent) with the intent to resell the
certificates to investors.

Assi gnee Party to whom | essor assigns its rights and
interests in the | eased asset.

Credit Rating Provides the credit rating to sone

Agency | ease transactions.

Credit Enhancenent Party that protects the investors

Provi der agai nst risks of non-appropriation abatenent

or default by providing a financial guaranty.

Trust ee/ Escr ow Usually a financial institution that

Agent provi des adm ni strative services, through an
escrow or trust agreenent, for the benefit of
the parties to the | ease including, anong
ot her services, the safekeepi ng of proceeds,
and hol di ng physi cal possession of title
docunents for the | eased asset. Depending on
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Fi nanci al

Advi sor

the structure, the | essee or |essor pays
trustee fees which, depending on the
transacti on, may be assessed annually or are
paid at | ease commencenent.

Consul tant who provi des assistance in the
structure, timng, terms and other topics
concerni ng new or existing |eases.
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CHAPTER TWD

Debt Restrictions and California Case Law



CHAPTER TWO

DEBT RESTRI CTI ONS AND CALI FORNI A CASE LAW

This chapter anal yzes how tax-exenpt | eases are treated to avoid
constitutional debt Iimtations and ensure that the tax-exenpt nature
of the "rental" paynents is not jeopardized.

RESTRI CTI ONS ON DEBT

Most states prohibit the incurrence of debt to be paid over a
mul ti-year period wthout voter (and, as required, |egislative)
approval . These restrictions devel oped fol |l ow ng extensive defaults
caused by extravagant borrowings in the late 19th century. To
forestall further nortgaging of future general tax revenues, the
| egi sl atures of nost states enacted restrictions on the incurrence of
mul ti-year debt by runicipalities absent voter or other types of
approval. The restrictions focus on obligations funded from general
ad valoremtaxes in future years. Wen the obligations are repaid
fromfunds other than such taxes, the restrictions generally do not

apply.

G ven the financial straitjacket inposed on governnents and the
capi tal needs of growi ng conmunities, exceptions to the statutory
framewor k were devel oped by | egislative bodies or pronul gated by the
courts. These included exceptions for special "assessnment" districts,
for revenue-based obligations, for project-type financings not
encunbering the general taxing power as well as for special districts.
In essence, if the source of paynment does not encunber the general tax
revenues, or if the district is not enunerated within the debt
l[imtations (such as a special district or special assessnent
district), the restrictions do not apply.

The "Lease" Exception

In addition to exceptions for "special districts" or "projects"
the courts have long held that | ease contracts which were to be paid
within the fiscal year or which obligated the nmunicipality to provide
paynment only on a year-to-year "renewabl e' basis were not
constitutionally debt. The courts reasoned that the paynents were
akin to contingent obligations or current expenses, for which future
annual revenues technically were not being pledged. Accordingly, they
were not long-termdebt. This concept was cl oaked under vari ous
rationales, the two nost cited by the courts being the "contingency"
exception and the "l ease" exception

In California, this analysis was particularly elucidated in a
series of cases, the nost prom nent of which are Gty of Los Angel es
v. Ofnertand Dean v. Kuchel.? 1In these cases, the courts indicated
that where the |lessee's specific obligationis Iimted to the rentals
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paid during the fiscal year for the item and to nonies currently
avai l abl e (and do not relate to, or encunber funds in, other periods),
the lease is valid. This results even if the total sum of rentals may
equal the purchase price (plus a finance charge) and title passes to
the | essee automatically at the end of the | ease. Provided these
qualifications are structured into the rental obligation, no debt is
creat ed.

O f ner-Dean Rul e

O fner involved a proposed |ong-term | ease of an incinerator to
be erected on Gty-owned | and and | eased by the lessor to the Gty.
The | ease provided for purchase options at specified periods, at the
greater of a mnimumprice specified in the bid or an apprai sed val ue.
The | ease was chal |l enged on the basis that it constituted an
install ment sale over a multi-year period and viol ated the debt
[imtations. The court held that the proposed agreenment constituted a
| ease, not an installnent sale, because the rentals and purchase
options represented "fair value". Accordingly, the court reasoned the
Cty would not feel conpelled "to exercise [its] ... option in order
to protect its prior investnent in the formof rental paynents."”

Since the rental paynents did not exceed fair rental value, by the
terms of the court's analysis, there was | ess |ikelihood that the
rentals constituted equity. As a consequence, the rentals could be

vi ewed as paynent for "the consideration actually furnished that

year", and not a subterfuge for future consideration to be paid. As
stated by the court, where the | ease obligation, even if nmulti-year
was entered into in good faith and confined liability for rent to each
install nent as it becones due, and the rental was for consideration
(qui et enjoynent and use) of the asset furnished during the year, "
violence is done to the constitutional provision.™ Cting a prior
case involving the furnishing of services (hauling of sewage) to a
muni cipality in which the liability was contingent upon perfornmance,
the court reiterated that provided the paynents were for services or
consi deration furnished in that year, the sane result should apply,
uphol di ng the contract.

no

The rationale in Ofner was anplified in Dean v. Kuchel, a
subsequent case involving the |lease of a building by the State on a
triple net | ease basis over a nmulti-year period. The |ease was
structured to conformto Ofner, in that the rental was "for and in
consi deration"” of use of the facility. However, unlike Ofner, the
State was to receive title upon expiration of the |ease w thout any
further paynment, and in any event (even if the State defaulted), 10
years following the stated termof the | ease. Notw thstanding these
factors, the court held the principles of Ofner applied. D smssing
the difference between the two cases over the purchase option and
reversion of title, it held that "no substantial or |ogical difference
[ exi sted] between the option to purchase in the Ofner case and the

vesting of title at the end of the termin this case.” 1In fact, the
court specifically enphasized that "no useful purpose would be served
by reviewi ng other cases ...", content to republish the factors cited

in Ofner. The court reviewed the character of the nonetary
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obligation needed for the State to | ease purchase the facility. Since
the court viewed the rental obligation as simlar to that of Ofner
(despite the fact the purchase option price, a key element for
characterizing operating | eases, was now absent), the | ease was upheld
as outsi de the debt |imtation.

Dean expanded application of Ofner to situations where the
| essee received title at the end of the | ease wi thout any paynment of a
purchase option or an apprai sed value. Wile such -- |eases nore
typically are treated as finance | eases, the court treated the
situation as parallel to Ofner. Since the base rentals (the
principal and interest anortization) had to be paid in either case --
regardl ess of the different buy-out provisions -- the court
characterized the contract as a |ease.?

A year later, in County of Los Angeles v. Byram* the court was
conpel led to focus again on the "l ease/debt" issue, but in this case
the facts were even nore weighted toward a finance | ease. The |ease
was for 50 years and the | essee received a purchase option which
declined 2 percent annually until zero at expiration, simlar to Dean.
Moreover, the statutes authorizing the |l essor to | ease permtted
termnation followng the | essor's recovery of its investnent plus
interest. Since the | ease was perceived by the court as
i ndi stingui shable from Dean, the court upheld the lease. |n doing so,
it quoted with approval certain characteristics of the |ease:

| essee shall pay "rental" of $25,000 for "use of the
prem ses" for each nonth at the end thereof [plus |liens and
i nsurance premuns, and] ... "it is expressly understood and
agreed that each nonth's rental shall becone due only in
consi deration of the right to possess, occupy, and use the
Bui | ding during the preceding nonth, and it shall be the
responsibility of the Lessor to provide such Building at all
times"...?

Accordingly, the characterization of the | ease (as an operating
or finance | ease) and the anount (or lack thereof) of a purchase
option at expiration were not factors to be enphasized. Rather, the
court focused on the nonetary obligation required during the |ease,
and when and for what period the rental obligation accrued. Provided
the rental approximated fair rental value, rent was conditioned on
and in consideration of, the right to use, and the rental liability
was periodic (nonthly, quarterly, etc.) and related to the period in
whi ch the consi derati on was provi ded, the | ease woul d be revi ened
favorably.

These cases have been foll owed by seven | ower court opinions
whi ch considered the "l ease" exception in the context of the debt
restriction. Certain characteristics fromthese cases shed additiona
perspectives on the Ofner-Dean rule.

In Mdain v. County of Alameda,® in rejecting the notion that a
| ow purchase option price created an inference that rent was a
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"credit" on the purchase price, the court inplied that focus on the
purchase option price for determ ning | ease vs. debt treatnent was

m spl aced. The essence of the Dean rule was not in "balancing [t he]
rentals with [the] option prices”; it was whether the paynents
constituted consideration for "a month to nmonth use of the building."
In fact, as an appendix to the case, the court listed in colummar form
12 substantive | ease provisions from Byramand conpared themto the

| ease, in essence providing a road map as to how to docunent an
accept abl e | ease.

This col ummar treatnent was al so adopted in Lagiss v. County of
Contra Costa’ in which the court upheld a lease, with a final $1
buyout, as valid, refusing to nitpick how the purchase option prices
may have differed fromthose in Byramand MOain. Since the
liability created was "nonth to nonth for consideration furnished by
the |l ease in each nonth, and the total paynents each year are for
consi deration actually prom sed that year", the | ease was valid.
However, in response to a second argunment that the rent was in excess
of fair market value, the court specifically noted that "there is no
requi rement that the County pay a 'reasonable rental' as such termis
general |y understood in |legal parlance as applied to the ordinary
busi ness activity." For purposes of conplying with certain
governmental codes (and not with respect to private party conmmercia
transactions), specified definitions of fair rental value could be
appl i ed.

As if this were not sufficient to end the argunments over
validity, a succeeding court in County of Los Angeles v. Nesvig®
indicated that while the nunicipality as a | essee m ght incur
l[iability in a |lease follow ng default, effectively precluding the
muni cipality from"wal king anay fromthe | ease", the | ease was valid.
In absence of an acceleration clause in the event of default and due
to a continued bankruptcy/credit risk to the I essor, the rentals were
sufficiently contingent to satisfy the constitutional requiremnents.
Again, the focus was on the character of the fixed annual renta
obligation, not on whether the | essee effectively commtted itself to
a |l ong-term paynent obligation.

... iIn absence of any provision which would accel erate
paynent of debt on default, the obligation of the County
remains the sane, viz., to pay certain fixed annual rentals
whet her the bidder [l essor] reenters or not.°

This analysis was further mrrored in a subsequent case, Ruane v.
City of San Diego, in which the Gty agreed to a front-loaded renta
structure, with approximately 25 percent of the total rental paid at
execution of the | ease (and not after accrual of any rental period).
Refusing to be drawn into an anal ysis of advance rent and fair rental
val ue, and whether the |unp sum paynent was in reality a disguised
equity downpaynent, the court nmerely |ooked at the future renta
obligation. Because the future rentals were "not payable until the
due date" and no liability arose until then, the | ease was valid.

2-4



Starr v. Gty and County of San Franci sco™ probably suns up nost
succinctly how courts now view what that court ternmed as the Ofner-
Dean rule. Provided that "each installnment (rental payment) wll be
supported by consideration furnished that year, i.e., the occupancy
and use of the project”, the |lease will be valid. As the court
specifically stated, "this is the essence of the Ofner-Dean rule."

To sumarize, if the rental obligation is conditioned upon use of
the property and the rent relates to the period in which the
consideration is provided, the abatenent clause and | ease will be
uphel d.

Appropriation Leases

Wth the exception of Ruane, all the cases involved the | ease or
real estate of facilities. Wile nost tax-exenpt real estate and
equi pnent | eases in California incorporate abatenent |anguage, the
courts do not preclude use of other |anguage such as non-appropriation
clauses, to avoid the debt limtation. Rather, Ofner and Dean and
their progeny involved | eases where the contingency to paynent of rent
was "occupancy or use" of the asset. In fact, Ofner relied upon an
earlier case, McBean v. City of Fresno' involving the contingency
exception, where the court upheld a multi-year contract for services
on the theory that paynent was contingent on performance of the
services and, therefore, no future obligation was incurred. Since
paynment for future periods in non-appropriation |eases is also
conti ngent upon performance by both the | essor and | essee (including
appropriation of funds), the concept espoused in MBean should apply.
Furthernore, since the non-appropriation clause nmakes the rentals
contingent on a year-to-year basis, it may be difficult to denonstrate
a multi-year obligation has been created, but the question has yet to
be addressed formally.

In conclusion, |eases will generally not be considered debt if
rental s can be term nated through

- -abat enent | anguage (a condition subsequent -- |oss of use or
qui et enjoynent) or

--non-appropriation | anguage (failure to appropriate sufficient
funds) .

However, certain inportant distinctions exist in California
between the two types of |eases. In a non-appropriations |ease, the
| essee can term nate | ease obligations for future fiscal periods,
typically on an annual basis. Conceptually the lease is, in essence,
a series of multiple consecutive one-year contracts. On the other
hand, in an abatenent |ease, the | essee may contract for a nulti-year
period with a covenant to fund annually, provided that (i) rentals can
be abated for |loss of use, (ii) the |ease termis shorter than the
asset's useful life, (iii) paynents are nade fromany |egally
avai l abl e funds, and (iv) the | essor cannot accelerate rents, but nust
sue annually for rentals due in that fiscal year. Since abatenent

2-5



| eases can be for nmulti-year terns and contain default provisions
respecting future paynents, they are perceived as a stronger docunent,
particularly if rental interruption insurance is obtained to protect
agai nst abatenment events. Accordingly, they are utilized for |arger

| onger-termtransactions, especially where real property is financed.

Non-"Constitutional" Lease Characterization

Par adoxi cal |y, al though muni ci pal | eases are not debt under the
constitution, they are neither a current expense liability for other
pur poses. For exanple, tax-exenpt |eases are treated as |long-term
debt under the accounting guidelines for capital leases. Simlarly,
for school districts in California, a portion of the | ease paynents
are included as debt service in cal cul ati ng bonded i ndebt edness
[imts. Mody's Investors Services and Standard & Poor's Corporation,
anong other financial and credit rating agencies, also treat the
| eases as |long-termobligations, whether or not they contain abatenent
or non-appropriation clauses, and include themin cal cul ating debt
ratios.

Simlarly, for federal tax purposes, the Internal Revenue Service
characterizes such | eases (assum ng nom nal purchase options) as
conditional sales arrangenments. As a result, the |lessee is treated as
acquiring the asset at |ease inception, with rental paynents
constituting principal and interest nmuch like a |oan, regardl ess of
whet her the | essee obtains formal title at | ease inception or
foll ow ng conpl etion of paynents.

Local comercial law also is in accord. Article 9 of the Uniform
Commercial Code as in effect in nost states, respecting personal
property secured transactions, defines a secured transaction (as
opposed to a lease) to include circunstances where the | essee, for
nom nal or no consideration, becones owner of the property.®® Since a
nmuni ci pal | ease nust be a conditional sales agreenent to be tax-exenpt
(and generally contains a nom nal purchase option), tax-exenpt |eases
should be within the definition of a financing arrangenent. New
Article 2A of the Uniform Conmercial Code specifically dealing with
| eases further mirrors this analysis.' Were a transaction disguised
as aleaseisinreality a sale or a security arrangenent, it is
governed by existing | aw under Article 2 for sales or Article 9 for
security interests, and not under Article 2A "

Al t hough one m ght argue that a | ease cannot be a long-term
obligation or "conditional" sale arrangenent for certain purposes, but
constitute an operating agreenent for other requirenents, it is this
very inconsistency in characterization anong nunicipal bond | aw,
federal tax |law, secured transaction |law, and financial accounting
gui del i nes that nmakes the tax-exenpt |ease structure work. Wre it
not for the non-appropriation or abatenent clauses, nost tax-exenpt
| eases for a termexceeding one year would likely constitute debt and
require legislative and voter approval. However, if these | eases are
not treated as conditional sales contracts for federal tax purposes,
t ax-exenpt interest would be unavail abl e. Consequently, the |ease
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docunent has to be carefully drafted -- to satisfy potentially
conflicting, but overlapping, rules of the bond, tax and accounting
conmmuni ti es.
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CHAPTER THREE

FEDERAL AND STATE LEQ SLATI VE AND REGULATORY | NFLUENCES

Thi s chapter summarizes major tax |egislation affecting tax-
exenpt | eases, including recent nodifications to the arbitrage rebate
rules. It also discusses promul gations of the Securities and Exchange
Comm ssion on muni ci pal disclosure and summari zes federal bankruptcy
| aw as applicable to tax-exenpt | eases and | essees.

Foll ow ng the federal discussion is an analysis of state |aw
consi derations respecting tax-exenpt |eases, principally authorization
to | ease, the Uniform Comrercial Code, procurenent concerns, and usury
consi derati ons.

FEDERAL LAW CONSI DERATI ONS
Taxes

Al t hough tax-exenpt | eases are not considered debt for state | aw
pur poses, to be exenpt for federal income tax purposes, they nust be
treated as conditional sale arrangenents, akin to installnent-type
debt, under the Internal Revenue Code.'!

Revenue Ruling 55-5407 provides tests for determ ning conditional
sal e versus | ease treatnment. Satisfaction of the tests is generally
sufficient for conditional sale treatnent.® These include:

o] A portion of the rentals is specifically designated as
i nterest.
o] The | essee acquires title follow ng paynent of all rent, or

of the specified rentals plus a purchase anount that is
nom nal or bel ow nmarket value at that tine.

o] Prior to expiration of the |ease term the | essee has the
option to acquire title foll ow ng paynent of a purchase
option price approximating the unanortized principal plus
accrued and unpaid rent.

Assumi ng satisfaction with the tests, the |lessee is treated as
owner of the asset being financed.

As conditional sale obligations under the Internal Revenue Code,
t ax- exenpt | eases receive the sanme benefits as ot her governnenta
obligations, including the tax exenption for interest, provided the
requi renents of Sections 103 and 141-149 of the Internal Revenue Code
are net.
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Tax- Exenpt Interest Requirenments - The |ssuer

Under Section 103 interest on any state or local bond which neets
certain criteria (for arbitrage, private activity bonds and
registration) is exenpt fromtaxation. A state or local bond is
defined as an obligation of a state or any subdivision thereof. Under
the regul ations, a "subdivision" may include any nunici pal corporation
or governnmental unit del egated the right to exercise substantia
amounts of one of three sovereign powers -- the power to tax, the
power of eminent domamin or the general police power.* It is not
necessary that the subdivision exercise or be delegated all these
powers as long as it has the ability to exercise substantial anounts
of at least one of the powers.>

Subdi vi sions al so include authorities, comm ssions, special
purpose districts and entities operating "on behalf of" a state or
political subdivision (regional governnental agencies, state
uni versity systens, or state community college systens). Certain
guasi - gover nnent al bodi es or agencies acting under or pursuant to
state statute, or even non-profit corporations, organi zed on behal f of
a governmental entity, to issue tax-exenpt obligations to finance
property, also may qualify as subdi visions.®

Even if the lease is structured as a conditional sale and the
lessee is qualified to i ssue tax-exenpt securities, the obligation
must still satisfy the private activity, arbitrage and reporting rules
in the Internal Revenue Code. Since the penalties for non-conpliance
may be severe, it is inportant that | essees understand and conply with
t hese requirenents.

Private Activity Bonds

To qualify for tax exenption, a nunicipal |ease nmust either be a
governmental or a qualified private activity bond. Under Section 141
of the Code, all bonds of governnental entities are governnental bonds
unl ess categorized as private activity bonds.

Pri vate Busi ness Tests

Private activity bonds are defined in two tests -- the private
| oan financing test (generally not relevant to tax-exenpt |eases) and
the private business tests.

The private business tests in general are satisfied where nore
than 10 percent of the bond proceeds are used by a non-governnent al
person (i.e., private party, non-profit entity or even the federa
governnent) and nore than 10 percent of the principal and interest
payments are derived fromor secured by that person's trade or
busi ness. The percentages are reduced to 5 percent if the person's
usage is unrelated to the governnent's use of the asset.
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By way of illustration, a | ease of a courthouse by a county
governnent is not a private activity bond if the entire structure is
used for governmental services, even if the facility is available for
any comunity group to use in the off-hours. 1In contrast, if nore
than 10 percent of the courthouse is subl eased or dedicated to a non-
governmental person for a use related to the county's judicia
functions (e.g., a privately run cafeteria for county court staff) and
rental paynments by the | essee are linked to the cafeteria' s "subl ease"”
paynments or secured by the cafeteria s assets, the lease will be a
private activity bond. Were the private use is unrelated (private
attorneys or stenographers |ease offices in the courthouse), the
al | owabl e percentage will be reduced to 5 percent.’” Private nanagenent
contracts (for exanple, a privately managed county detention center in
the courthouse) are also taken into consideration in these
conput ations, unless they satisfy certain criteria.

If possible, a |ease should avoid satisfying the private business
test and qualifying as a private activity bond. Besides having to
neet additional criteria noted below, the |ease will also then be
subject to the alternative mnimmtax, which may result in an
interest rate increase to the | essee. Therefore, proper structuring
of paynents and nonitoring of use by the | essee is essential.

Qualified Private Activity Bonds

To receive tax-exenpt status, private activity bonds nust satisfy
additional restrictions as "qualified private activity bonds."

Under Section 141(e), they are limted to certain categories,
i ncl udi ng:

o exenpt facility bonds;

o] airports; docks and wharfs; mass conmuting facilities;

o] qualified residential rental projects;

o] el ectric or gas generation facilities; heating and cooling
facilities; water projects; sewage facilities; solid waste
di sposal facilities;

o] qual i fi ed hazardous waste disposal facilities;

o] 01(c)(3) hospital facilities;

o] qualified small issue bonds;

o] qual i fied redevel opment agency bonds;

0 qualified 501(c)(3) bonds.

Besi des having to fall within specific project categories,
private activity bonds al so nmust conply with additional Iimtations to
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be tax-exenpt (unless specifically excepted fromthese Iimtations).
These are:

(a) Conpliance with state volune limtations. This is an
annual statewide ceiling limting the volume of private activity
bonds (with certain exclusions).® The cap is set at the greater
of $150 mllion or $50 per capita for each state. 501(c)(3) and
certain exenpt facility bonds are not included in the cap.

(b) Allocation of proceeds to the permitted purposes.
Cenerally, at least 95 percent of proceeds (net of reasonable
reserve funds) nust be allocated to the permtted purpose. O
the 5 percent remaining, costs of issuance nmay not exceed 2
percent .

(c) Limtation on maturity. Wth certain exceptions, the
average wei ghted maturity of the bond or |ease cannot exceed 120
percent of the asset's anticipated useful life.

(d) Public hearing requirenments. Public hearing, notice and
approval requirenents are nmandat ed.

(e) Land limtations. Wth certain exceptions, |and
acqui sition may not exceed approximately 25 percent of the
pr oceeds.

(f) Facility limtations. 1In general, existing facilities and
ot her used property may not be financed unless the property is to
be substantially rehabilitated.

(g) Prohibited facilities. Proceeds may not be used to acquire
a ganbling facility, health club, stadium box, airplane or
package |iquor store.

(h) Ofice space. 1In general, office space may not be financed
unl ess the office space is located on the sanme prem ses as the
facility being financed and is directly related to the daily
operations of such facility.

Arbitrage and Rebate Requirenents

Addi tional requirenents concern arbitrage and rebate. In the
1980' s, Congress enacted strict limtations on arbitrage earnings
avail able to issuers and | essees on all tax-exenpt obligations due to
abuses and over-borrowi ngs by issuers. Only in narrowy defined
ci rcunstances may issuers invest proceeds at a "yield" in excess of
the bond's tax-exenpt rate, and all arbitrage earnings nust be rebated
to the United States government, unless subject to an exenption from
rebate under the Internal Revenue Code.

The arbitrage provisions consist principally of (a) limtations

on investnent yield, (b) reserve fund sizing restrictions and (c) the
rebate requirenents.
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I nvestnent Yield and Reserve Fund Sizing

The investnent yield provisions generally restrict investment of
proceeds to the approximate yield (e.g., interest rate) on the issue,
with certain exceptions for tenporary short periods, reserve funds and
a "mnor portion" of an issue. The reserve fund rules restrict the
amount of the reserve fund fromproceeds to the | esser of (i) 10
percent of the total issue, (ii) an amount equival ent to the maxi num
annual debt service, or (iii) 125 percent of the average annual debt
servi ce.

Rebat e

The requirenments in Section 148 nmandate rebate of arbitrage from
yields materially higher than the interest rate of the tax-exenpt
obligations, with certain exceptions. Relevant exceptions include:

0 bona fide debt service funds earning under $100, 000 annual ly;

o] arbitrage earned during a period not exceeding six nonths
(generally for advance funded transactions), subject to
expenditure of all, or in certain instances, substantially
all, of the proceeds within that peri od;

o] for certain |longer construction period projects, a new two-
year phased arbitrage limtation (di scussed bel ow);

o] obligations of "small issuers"” (excluding private activity
bonds) ; ° and

o] i nvestment of proceeds in certain other tax-exenpt
obl i gations.

The arbitrage provisions have influenced how | eases are
documented. Arbitrage certificates are now routinely requested of
| essees in COP transactions and sonme |arger private placenents. In
addition, |lessees claimng to be snall issuers are required to
represent, in a formal resolution or by confirmation, that they
qualify for the small issuer rebate exception

Two- Year Construction Period Rebate Reli ef

Congress liberalized the rebate requirenments in 1989 for certain
construction projects.’ Rebate relief is now provided to projects
with construction periods of up to two years, as opposed to the prior
nore restrictive six-nmonth relief provision. 1In general, for rea
property | eases that are advance funded or have reserve funds, issuers
may receive positive arbitrage on such funds for a period of up to two
years, without rebate to the federal governnment. However, the new
provi sion requires that 10 percent of the defined "net proceeds" be
spent within six nonths of issuance, 45 percent within the first year
75 percent within eighteen nonths and the balance within two years.
The provision is also limted to construction expenditures (and
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earni ngs on reserve funds during the two-year period) and to the

| eases with governnmental and 501(c)(3) issuers. Large construction
projects with | onger construction periods, as well as equi pnent
acquisitions, are ineligible. Consequently, the benefits of this
provision may be limted to smaller projects with shorter construction
terns, such as schools, recreation centers, etc.

As the above summary inplies, the post-1986 rules on private
activity bonds, arbitrage and rebate are very conplex and, to an
extent, may be a "trap for the unwary." Conpliance costs may al so be
significant, especially for small transactions involving |ess
sophi sticated issuers. To avoid these costs and conplications,
| essees may wish to "keep it sinple" and concentrate on purely
governnent al -use projects within the perm ssible arbitrage period
excepti ons.

Filing Requirenents and Regi stered For mat

Fi li ng Requi renents

The 1986 Tax Reform Act inposed mandatory reporting requirenents
on issuers of all tax-exenpt obligations, regardless of their
gualification for other exenptions.

I ssuers (including | essees) of tax-exenpt obligations are
required to file reports with the Internal Revenue Service that
contain information on the issuer/lessee, the asset financed, proof of
conpliance with the volune cap (if applicable), and yield and maturity
information. These are provided for governnmental bonds on IRS forns
8038- G and 8038- CGC and for tax-exenpt private activity bonds on form
8038.

Form 8038- G for | eases of at |east $100,000 nust be filed within
45 days of the calendar quarter in which "the issue is issued.” Form
8038- GC, which aggregates all snaller transactions, is due on or
bef ore February 15 of the cal endar year after the "issue is issued."”
Both forns specifically include tax-exenpt |eases in their scope.
Such | eases are treated as issued on the date interest begins to
accrue for federal tax purposes.

Form 8038 is applicable to any obligation that qualifies as a
t ax-exenpt private activity bond, including tax-exenpt |eases, and
also nust be filed within 45 days of the cal endar quarter of the
"issue date."

| ssuers subject to rebate under the arbitrage provisions nust
also file form8038-T when paying the rebate. This formis due "60
days after the end of every fifth bond year during the termof the
issue," with a final report due "60 days after the date the | ast bond
of the issue is discharged.™

Failure of the issuer to execute and file these reports results
in an otherw se tax-exenpt obligation becom ng taxable, although the
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I nternal Revenue Service excuses late filing under certain

circunmst ances. ™ The Internal Revenue Code places reporting and filing
responsibilities on the issuer/lessee, even if the issuer relies on
its advisors for the actual information and filing.

Regi st ered For nat

Tax- exenpt | eases nust also be in registered form This can be
ef fected through a sinple stipulation that transfer occurs only
t hrough a surrender of an old instrument to, and rei ssuance by, the
i ssuer (or its agent), or may be achieved through a qualified book
entry system nai ntained by the issuer (or its agent), or by a
conbi nati on of both. Information on book entry systens is generally
avail able fromthe underwiter or Depository Trust Conmpany of New
York, which maintains a | arge book entry system

I nvestor Issues - Bank Qualification; De-Mninus Rule;
Al ternative M ni mnum Tax

Bank Qualification

The 1986 Tax Reform Act restricted the investnent appeal of tax-
exenpt obligations to conmercial banks by denying them a deduction for
a portion of their carrying cost for nost tax-exenpt bonds and | eases.
Fornerly, banks could deduct 80 percent of the interest cost on funds
used to acquire or "carry" tax-exenpt obligations. The new provisions
permt a deduction only on funds borrowed to invest in properly
desi gnat ed obligations of certain governnmental units that borrow no
nore than $10 nillion in a cal endar year. Such bonds or |eases are
referred to as "bank qualified.” Commercial banks may invest in non-
bank qualified | eases, but the |oss of the interest deduction usually
requi res additional conpensation through a higher interest rate for
non- bank qualified | eases.

The practical inpact of this provision has been to restrict bank
investnment to either the snaller issuers with nore linted tax-exenpt
financing requirenments or to |arger issuers who do not issue nore than
$10 mllion of tax-exenpt obligations in the cal endar year. However,
a nore serious problemfor those banks that continue to acquire tax-
exenpt obligations is the inpact of the alternative m nimum tax
(di scussed below) on their portfolios. The cunulative effect of both
rul es has been to decrease investnent by banks in these obligations.

De-M ni nus Rul e

A variation of the "bank qualified" rule denies a deduction to
other investors for interest expense on debt "incurred or continued"
for the purpose of purchasing or acquiring a tax-exenpt obligation.*?
Under a | ongstanding safe harbor rule,* the Internal Revenue Service
will generally "presune"” that debt was not incurred to acquire or
retain tax-exenpt obligations if the average value of the taxpayer's
t ax- exenpt hol dings during a taxable year does not exceed 2 percent of
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t he average "adjusted basis" of the person's portfolio (for an

i ndividual) and 2 percent of the average total active business assets
(for a corporation). This safe harbor rule is referred to as the "de-
mninus rule.”

Where a corporation (e.g., captive credit corporation) receives a
t ax- exenpt obligation in paynent for goods and services (such as
occurs in a vendor |ease) and does not satisfy the 2%rule, the
I nternal Revenue Service now requires that the tax-exenpt obligation
be "non-sal abl e" (not able to be sold) or non-transferable, not just
"non-negotiable," to avoid denial of the interest deduction. This
standard is difficult to satisfy, and may increase the business costs
of vendors and their lessors, not within the safe harbor, by denying
i nterest deductions on carrying costs of the tax-exenpt |eases. A
corresponding increase in the bid prices of such vendors and | essors
may be a consequence.

Al ternative M ni num Tax

The 1986 Act al so affects investors subject to the alternative
m ni mumtax (AMI). Under the AMI, taxpayers who reduce their regul ar
tax liability significantly through preferentially treated incone
(call ed preferences) nust recalculate their tax liability by adding
back certain preferences into incone. As a result of the 1986 Act,
for the first time, both individuals and corporations are subject to
the AMI on tax-exenpt obligations.

For individuals, this applies only to tax-exenpt incone received
on private activity bonds. This anount is treated as a tax preference
item potentially increasing an individual's tax liability if the
i ndi vi dual becomes subject to the 21 percent AMI (and, in essence,
imposing a tax for the first tine on otherw se tax-exenpt incone).

O nore inportance in the nunicipal |easing arena is the inpact
of AMI on corporations, including financial institutions and insurance
conpanies. Traditionally the prinme investors in tax-exenpt
obligations, they now are potentially subject to a mninmumtax on
income fromall types of tax-exenpt obligations held (not only private
activity bonds), even if they woul d otherwi se not owe any corporate
taxes in that year. This is due to a corporate tax preference created
by treating as incone (for alternative tax purposes) a percentage of
the di fference between book i ncone and tax return i ncone, due to tax-
exenpt interest. This may reduce the attractiveness of tax-exenpt
obligations, including tax-exenpt |eases, to major categories of
i nvestors subject to corporate AMI -- and effectively raise the yield
t hreshol ds these investors require.

SECURI TI ES CONSI DERATI ONS

The two principal federal |aws governing securities are the
Securities Act of 1933 (the "1933 Act") and the Securities and
Exchange Act of 1934 (the "1934 Act").™ The threshold question is
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whet her a tax-exenpt |ease constitutes a security under those Acts as
wel|l as for Securities and Exchange Comm ssion ("SEC') regul atory

pur poses. For 1933 Act purposes, this issue is far fromresol ved for
the |l ease itself.* However, SEC staff and the nunicipal finance
industry generally view certificates of participation as a security.

Covernnental Security Exenption

Under the 1933 Act, securities, including certificates of
participation (and, as applicable, tax-exenpt |eases), nust be
registered prior to sale unless they are exenpt fromregistration.
Section 3(a)(2) provides an exenption fromregistration for
governmental securities, which are defined to include:

....any security issued or guaranteed by the United States
or any Territory thereof, or by the District of Colunbia,
or by any State of the United States, or by any political
subdi vision of a State or Territory, or by any public
instrunentality of one or nore States or Territories...

The exenption in general applies whether or not the governnental
security is treated as tax-exenpt under the Internal Revenue Code. '
The exenption covers the security, including both the initial offer
and sale, assignnents to investors pursuant to certificates of
participation, and any trading in the secondary market.

According to the SEC staff, the governnental security exenption
is applicable to certificates of participation provided that the
| essee (i) is the "primary source" for rental paynents and ot her suns
due under the lease, (ii) the lease is triple net, with all costs of
mai nt enance, taxes and insurance paid by the |essee, and (iii) the
| essee aut horizes assignment of the |lease by the lessor in the event
the lessor's interest is sold through certificates of participation.?®
For these purposes, it should also be noted that although a trustee or
| essor may execute and deliver the certificates of participation, the
| essee is considered as the i ssuer of the certificates.

A second exenption fromregistration for tax-exenpt |eases is
avai |l abl e under Section 4(2) of the 1933 Act in cases of private sales
of securities. This exenption, however, is applicable only to the
specific offer and sale and does not extend to subsequent transfers
(whi ch nust have their own exenption or face registration) or to the
security in general. Under the safe harbor in SEC Regul ation D for
the 1933 Act, private placenments may be made to no nore than 35
investors, in addition to investors treated in the regul ati on as
"accredited'. Qher conditions also apply, including differing
di scl osure requirenents for specific sizes of the private placenent
cont enpl at ed.

Exenption fromregi stration does not inply that disclosure is not
required. Particularly with adoption of Rule 15c2-12 by the SEC under
the 1934 Act (discussed below), underwiters nust prepare adequate
di sclosure material in selling nmunicipal securities. The guidelines
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for the necessary information arise fromindustry (as opposed to SEC)
standards.? For certificates of participation (and, as applicable,

t ax- exenpt | eases), for exanple, these are set forth in disclosure
lists assenbl ed by the National Federation of Minicipal Analysts.
These now serve as checklists for bond and underwiter's counsel in
preparing the disclosure docunentation that the underwiting and

i nvest ment conmunities have cone to expect.

Not wi t hst andi ng possi bl e exenpti ons under the 1933 Act, the
certificates (and, as applicable, the | ease) nust al so satisfy the
1934 Act, which, in general, addresses how securities are distributed.
Section 10(b) of the 1934 Act (and the anti-fraud provisions of Rule
10b-5 promul gated under it) applies to nmunicipal securities and the
parties offering and selling them Rule 10b-5 prohibits any issuer,
underwiter or person purchasing or selling a security from nmaki ng any
fal se or msleading material statenment, or omtting any material facts
whi ch make the statenment misleading, in the offering or sale of a
security (including all disclosure materials, such as the officia
statenents). It applies to municipal securities, whether publicly
of fered or privately placed.

Remedi es are al so avail abl e under "blue sky | aws", federal and
state case law and common law rules. In addition, the sale of
certificates nust satisfy regulations of the Municipal Securities
Rul emaki ng Board ("MSRB"), which are approved by the SEC and enforced
by the National Association of Securities Dealers (NASD), although
remedi es under NMSRB provisions are generally not available to
i nvestors.

State securities laws (comonly terned "blue sky |aws")? may
affect the certificates of participation and tax-exenpt |eases. The
certificates of participation (and, as applicable, the tax-exenpt
lease) will require their own specific exenption fromregistration
under these laws, as well as conpliance with state anti-fraud rul es.

Rul e 15c2-12

Rul e 15c2-12, adopted by the SEC in June 1989, was promul gated
partly due to concerns arising fromthe defaults of Washington Public
Power Supply System and other issuers. The perception of the SEC of
the increasing frequency and dollar volume of defaulted tax-exenpt
i ssues, created nomentum for mandating greater due diligence in the
i ssuance of nunicipal securities. It also precipitated tighter
regul ation of disclosure docunents and information required by the
industry trade groups. Followi ng Ilengthy review, the SEC took its
first steps in this area, by exercising formal rul emaki ng authority
under the 1934 Act, in inposing formal disclosure procedures in the
of fer and sal e of municipal securities.

Basically, the rule specifies how and when a participating
underwiter nust review and conpl ete due diligence "in a professiona
manner” on a "close to final" official statenment and how di stribution
of prelimnary and final official statenents nust be effected to
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custoners and potential customers. Although specifically directed at
underwiters, it will place additional burdens on all parties to the
transaction and increase the underwiter's responsibility in assuring
conpl ete and accurate disclosure.?

The provisions of Rule 15¢2-12 apply to all rmunicipal securities,
including certificates of participation and | ease revenue bonds (as
wel | as tax-exenpt |eases to the extent they are securities under the
1934 Act). However, the rule covers only initial offerings of
nmuni ci pal securities and at this tine does not extend to the secondary
market. |ssues of $1,000,000 or less in aggregate principal anount
are excluded fromits scope, which will dimnish significantly the
burdens on | essors and | essees in smaller certificate of participation
transactions and tax-exenpt |eases. A "quasi-private placenent”
exenption fromthe rule is also available for primary offerings in
aut hori zed denoni nati ons of $100,000 or nore, provided such of ferings
(i) are sold to no nore than 35 persons who the underwiter reasonably
bel i eves are sophisticated investors and are purchasing for their own
account, or (ii) have a maturity of nine nonths or less, or (iii) may
be tendered at the investor's option to the issuer for redenption at
| east every ni ne nonths.

Consequently, the primary inpact of the rule is on |arger
publicly sold COP transactions, where the SEC perceived a need for
nore formalized due diligence to protect individual investors. This
need is less conpelling for institutional private placenents, where
the market may have the capability to evaluate investnent risks
i ndependent|y.

Bankr upt cy

An additional federal |aw affecting the tax-exenpt |ease, and the
rights of the |lessor, investor and | essee, is chapter 9 of the federa
bankrupt cy code, which governs bankruptcy by municipalities and ot her
| ocal governmental agencies.

Chapter 9% provides relief fromfinancial distress to a
"muni cipality", which is defined as a "political subdivision or public
agency or instrunmentality of a State". A chapter 9 case may be
commenced only by the municipality; a creditor may not conmence an
i nvoluntary case against the municipality. Relief under chapter 9 is
an adjustnment of debts pursuant to a plan, not a |iquidation of
assets. As a bankruptcy proceeding, it is subject to bankruptcy
codes, rules and | aw.

Si nce tax-exenpt nunicipal |eases are financing transactions and
not "true" |eases, for bankruptcy purposes the |lessee is treated as a
condi tional purchaser and the |l essor is characterized as the | ender
and/or the seller, with the "l eased" property (and any rel ated assets)
being the collateral which secures the paynent obligation. |If non-
bankruptcy | aw requirenents governing a transacti on have been properly
fulfilled (for exanple, the filing of financing statenents), the
"lessor" is treated in the chapter 9 case as a creditor holding a
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secured claimfor amounts owed. Lessors who do not satisfy those non-
bankruptcy | aw requirenments are treated as hol di ng unsecured cl ai ns. *

For the debtor/l essee, this distinction has two consequences.
Hol ders of secured clains, under certain circunstances, may be
entitled to, and the debtor will be required to provide, "adequate
protection"® that the value of the creditor's collateral wll not
decline during the bankruptcy. These protections nmay consist, in
part, of cash paynents to the secured claimhol der, or replacenent or
suppl ementation of any lien held. This right is not provided to
unsecured claimholders. Unless otherw se agreed, the secured claim
hol ders also are entitled to receive the full present value of their
claimas part of the adjustnent of debt. This requirenent does not
apply to unsecured clai mhol ders, whose rights in general are
subordinate to the rights of secured clai mhol ders.

The filing under chapter 9 provides other specific statutory
benefits to the debtor. Filing automatically "stays" for the period
of bankruptcy any actions by any party agai nst the debtor or its
property, such as the right to repossess the asset. The debtor is
also relieved of accrual of interest on its obligations during the
bankruptcy as well as the need to pay any obligations incurred prior
to the filing, pending the chapter 9 adjustnment of debt.

For lessors and investors, a lessee's filing of bankruptcy under
chapter 9 poses certain obstacles to exercise of their rights and
renmedi es. Besides |oss of accrual of interest during the bankruptcy
case, paynment of the obligation may be del ayed notwi t hstandi ng
"adequate protection” fromthe debtor. Secured creditors seeking
return of an asset also nust first obtain relief fromthe automatic
stay. Such relief generally may be granted for cause or when the
debtor has no equity in the property and cannot denonstrate that the
property is necessary for an effective reorganization. In the context
of a chapter 9 case, such tests may be difficult to satisfy for a tax-
exenpt |ease, particularly given the | essee's prior representations of
"essential use" and the equity obtained by the | essee through any
princi pal paynments prior to bankruptcy. Absent such relief, the
secured party remains the holder of a "secured claim' for the
principal, other suns due and pre-petition interest.

The outcone of a chapter 9 proceeding is the adjustnment of debts
of the lessee.®® 1In general, this requires the debtor to fulfill its
obligations pursuant to a negotiated schedule. This is intended to
provide creditors with maxi mumrealization of the value of their
clains. However, valuation is subjective and the parties may differ
in their views of full value, given differing calculations of the time
val ue of noney. Provided the debtor demonstrates in good faith that
it is acconplishing its utnost to satisfy its obligations, it wll
have sone discretion in determning how it adjusts its debts.

Bankruptcy plans are the subject of extensive negotiation by the

debtor with its claimholders. Provided the debtor neets the
statutory criteria of chapter 9, the debt adjustnment plan may be
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confirmed (and the debtor discharged from bankruptcy), despite
opposi tion of certain claimhol ders.

Wth respect to the | ease docunentation, the filing of a
bankruptcy petition renders unenforceable any ipso facto cl ause.
(This is a clause which termnates or nodifies the debtor's rights and
responsibilities solely because of a bankruptcy filing or the debtor's
financial condition.) Possible alternatives are discussed in "Events
of Default" in Chapter Four.

STATE AND LOCAL LAW | NFLUENCES

Thi s section considers the application of certain state and | ocal
| aws af fecting tax-exenpt |eases, including issues of authority,
secured property filing requirenents under the Uniform Commercia
Code, and questions respecting limtations on interest rates. State
law restrictions on the incurrence of debt (and whet her tax-exenpt
| eases are subject to such restrictions) are discussed in the review
of the | egal bases for tax-exenpt |eases in Chapter Two.

Local Law Authority

Apart fromconstitutional restrictions which may be applicable to
tax-exenpt |eases in a given jurisdiction, a | essee generally nust
have specific statutory authority to enter into | ease or |ease-
purchase arrangenents. However, if the |lessee is a subdivision or
entity operating under the aegis of a legally constituted body, it may
be del egated authority fromsuch body to enter into the |ease.

The question of authority is inportant because, al nost w thout
exception, an opinion of counsel (either |essee's counsel or bond
counsel) will be required by the |l essor or investors to confirmthat
the | ease has been duly authorized and is an enforceabl e obligation
agai nst the | essee.

The state |law pernutations are nyriad, and it is outside the
scope of this report to discuss the characteristics respecting each
state and issuer. However, in general, the |aw governing the
particular jurisdiction, whether state statutes or "hone rul e"-type
charters, may provide authority to the jurisdiction to | ease (or if
specifically enunerated, to | ease purchase). This is usually found in
the general powers of the jurisdiction to acquire or own property,
although it may be inplied froma government's general powers to
acquire property, to own assets, to procure goods and services, to
enter into contracts, to engage in financings or to incur obligations
or consummate contracts. %

Al t hough specifically enunerated powers to | ease purchase may be
preferable to nore general clauses, the lack of specificity does not
appear to have inpeded the tax-exenpt |easing vehicle in the various
states. However, reliance on inplied powers or inferences from such
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powers may permt a retroactive attack based upon a lack of explicit
statutory authority, as has occurred on several occasions.?

Ceneral vs. Specific Lease-Purchase Authority in California

Wth one exception respecting "public | easebacks . . . [for] any
city, county, charter city, district, public corporation or political
subdi vi sion of the state,"? no state omi bus statute exists to
aut hori ze tax-exenpt leases in California. Rather, the authorization
for state agencies and local jurisdictions to enter into | eases or
into contracts is distributed anong the respective codes, generally in
the provisions governing the fornati on of, and exercise of powers by,
the specific district or entity that will act as |essee.

For exanple, CGovernnment Code Section 37350 permts cities to
"purchase, |ease, receive and hold" real and personal property, while
counties are provided simlar powers under Covernment Code Sections
23004 and 25351. Charter cities, such as San Franci sco, generally
have provisions set forth in their charters which permt the |easing
of property. For San Francisco, Section 1.01 of its charter permts
the City and County to "sell, |ease and convey real and persona
property.” Los Angeles utilizes general provisions for "acquisition"
or purchase of property and the nmaking of contracts as set forth in
Article 2(7) and 2(11)(k) and (1) of its charter. For San Diego, the
authority is located in Article 1, Section 1 of its charter respecting
t he general power to own, |ease and acquire property. Al though
California lawrequires city charters to define strictly a city's
powers, many city charters have not followed this rule, and contain
nore perm ssive | anguage. However, at l|least in the case of San
Franci sco, the charter restricts certain types of |ease transactions
by requiring prior voter approval.

School districts are provided both general and specific |ease-
purchase authority under the California Education Code. California
Educati on Code Sections 39300-39325 and 39330- 39333 afford broad
powers to school districts specifically to enter as a |l essee into a
| ease (and nore precisely, |ease-purchase) agreenent for vehicl es,
buses, educational materials and other approved itenms as well as
school buildings and facilities.® Indeed, the Education Code
provi sions have specifically been drafted with the tax-exenpt |ease
vehicle in mnd, instead of a nore general authority to |ease or buy
property granted in the other codes. Anal ogous provisions exist for
comunity college districts (California Educati on Code Sections 81330-
81351, 81520-81532 and 81550- 81552).

O her general |easing powers include the authority to purchase or
| ease real or personal property for the University of California
(Education Code 92431) and to purchase or |ease real or persona
property for redevel opnent agencies (Health & Safety Code Section
33391), for irrigation districts (Water Code Section 24252 and 22436-
7) and for hospital districts (Health & Safety Code Section 32121).
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Regar dl ess of whether authority is based upon a general power or
a specific power to |lease (or even |ease purchase), it is also
inmportant to review any restrictions or adm nistrative guidelines that
may inpact authorization or inplenentation of the | ease. For
i nstance, as noted above, |eases by the Gty and County of San
Francisco with a joint powers authority, a nonprofit corporation, the
Redevel opnent Agency, the Housing Authority or the Parking Authority
require voter approval. In addition, statutes may limt specific
provi sions of the | ease. Education Code Section 39332 I[imts the term
of | ease-purchase agreenents for equiprment to the | esser of the
estimated useful life or ten years, while under Education Code Section
39303, | eases of buildings may not exceed 40 years.

Restrictions may al so be inposed by conmmon | aw or judi ci al
doctrines, under "public purpose"” or other criteria. In one case,
when an irrigation district |eased an airstrip to an individual for $1
per year, after the district and the federal governnent had funded
substanti al devel opnent costs, the court ruled the arrangenent was
devoi d of a proper public purpose and, therefore, in excess of
authority.3 Although this doctrine was applied in the case of a
governnent acting as a lessor, it is not specifically restricted to
such i nstances.

Procurenent | ssues

Besi des authority, |essees nust also conply with procurenent
regul ations and policies. These are unique to each jurisdiction.
I ssues include whether conpetitive (as opposed to negotiated) bids are
requi red, whether sole source is an appropriate alternative, whether
assets and financing should be acquired i ndependently or jointly, and
t he nunber of responses necessary for a conpetitive bid.

Dependi ng upon the jurisdiction, the lessor may be required to
work either with the purchasing or procurement agencies, the finance
departrment or treasurer's office (or perhaps a conbination of both).
For exanple, leases for the Gty and County of San Francisco are
handl ed as a purchasing itemand are bid either separately or bundl ed
with bids for assets. The State of California also handles | eases
through its procurenent office, but due to internal state procurenent
preferences for set-off rights and i ndemification respecting
performance, generally acquires assets and financing as part of a
joint bid. The University of California arranges |eases under $10
mllion in the purchasing departnent, whereas |arger |eases are the
domain of the University treasurer's office.

Adm ni strative inconsistencies and i nefficiencies may result when
different offices handle different size transactions. Were assets
and financing are acquired through one procurenent, the | essee nmay
al so pay a higher interest rate than if the procurenents were
separated to require the | owest bid on the respective cost and
fi nanci ng conponents.
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Furthernore, such bundl ed bids may | ead to argunents of
di scrimnation on grounds of restricting eligible | essors to vendors'
captive credit corporations or to |lessors having "tie-ins" with
vendors. At |east one court has found a simlar type of procurenent
practice of fensive* and, based upon these and econom ¢ concerns, that
state has issued an advisory requiring bifurcation of all financed
acqui sitions into separate bids.

Uni f orm Cormrer ci al Code

Regardl ess of whether title passes to the lessee initially or at
expiration of the |ease, the Uniform Commerci al Code governs whether a
security arrangenent has been created and the nmethods for perfecting
the lessor's and investor's interest. The Uniform Commercial Code in
general governs the creation and perfection of a security interest in
the | ease, any personal property or fixtures (but not realty) financed
and rel ated paynment receivables. It is codified in California in the
Conmer ci al Code, particularly Article 9 (California Conmercial Code
Sections 9101 et seq.)

Security Interest

Section 1-201(37) of the Uniform Conmercial Code (U.C. C) in nost
states contains the statutory test for determ ning whether a |ease
constitutes a security interest under Article 9 of the Uniform
Conmmercial Code. O particular relevance to tax-exenpt |eases is the
treatnment in the definition of a |lease with a nom nal purchase option.

Wiether a lease is intended as security is to be determ ned by
the facts of each case; however, (a) inclusion of an option to
pur chase does not of itself nake the | ease one intended for security
and (b) an agreenent that upon conpliance with the ternms of the | ease
the | essee shall becone or has the option to beconme the owner of the
property for no additional consideration or for nom nal consideration
does nake the | ease one intended for security. (enphasis supplied)

Whet her or not the |l essee obtains title initially or at the end
of the |lease, a tax-exenpt |ease should qualify as a secured
transacti on under provision (b) due to the "no or nom nal" buyout
present in the |ease.

However, in those states (including California) that have enacted
Article 2A of the Uniform Commerci al Code, the analysis may be nore
difficult when title transfers at the end of the |lease. In these
states, application of the buyout provision requires satisfaction of
two tests. As applied to tax-exenpt |eases, the tests require first,
that there be a nomnal or no-cost purchase option, and second, that
the rental obligation of the | essee be an "obligation for the term of
the | ease not subject to termination by the |essee."* The second test
may require analysis of the | ease docunentation package, particularly
for nulti-year |eases with non-appropriation or simlar clauses.
However, the parties should be able to present evidence fromthe
essential use letter and good faith covenants respecting fundi ng that
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the I essee's "intent" and "econom c expectation” is not to termnate
paynent of rent, notwithstanding a "non-appropriation" contingency.?

The rent test was specifically enacted to correct the potentia
effect of case law fromthe bankruptcy area.* |Its inpact on tax-
exenpt |eases is |ikely unintended,® particularly given the tax and
accounting treatnment of tax-exenpt |eases as conditional sale-type
arrangenent s.

If the buyout provision is inapplicable, determ nation of whether
the tax-exenpt |ease creates a security interest will be a function of
all the facts and circunstances of the transaction. In such case,
where title passes initially, a security interest should be avail abl e.
In other instances, the nom nal buy-out would be given significant
wei ght , * especi ally considering that the non-appropriation clause is
present not for economic, but state constitutional debt, reasons.

Article 9 Requirements

If the | ease constitutes a security arrangenent, with the
exception noted below, its treatnent is nornmally governed under
Article 9. To perfect the lessor's interest in the "security" (the
asset, |ease and rent receivable) against rights of other parties, the
| essor in general nust file a UCG 1 financing statenent, either with
the secretary of state or county recorder (or, in certain
ci rcunst ances, both).

However, 1972 amendnents to the Uni form Commercial Code adopted
by a mpjority of states (including California) may have excl uded
muni ci pal | eases fromthe perfection nechanisns of Article 9. In
California, for exanple, Section 9-104(e) excludes fromArticle 9 "a
transfer, including creation of a security interest, by a governnent
or governnental subdivision or agency."® This may depend upon
whet her the lease is a "transfer" or "purchase" and is "by" or "to"
the debtor. Moreover, the specific scope of this exception differs
anong the states. Massachusetts' version applies only to security
interests (and not the broader term"transfer”) and expressly limts
it "to a governnment, governmental subdivision or agency to the extent
that the creation, validity, enforceability, perfection or priority of
such security interest is expressly governed by any other general or
special law of this state.” New York, utilizing al nost anal ogous
| anguage to Massachusetts, al so enconpasses a "departnment, conm Ssion
board, authority, public benefit corporation or other governmenta
entity" within its scope.®

If Article 9 does not apply, the UCC 1 financing statenent
potentially could be argued by a third party as not being legally
ef fective, and the protections provided the | essor to priority against
third party clainms could be unavailable. While filing under such
ci rcunstances mght provide notice to the third party, it may be open
to attack unless the local lien | aws provide that such a filing
constitutes sufficient "notice" to third-party creditors.
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In states that have adopted Article 2A respecting | eases, use of
its procedures may be available. However, Section 2A-103(j), defining
a | ease, excludes a |l ease intended as a security interest under the
new definition of Section 1-207(37) noted above.®

Article 2A (and potentially Article 9) may be voluntarily
utilized by the parties to deternmine their rights.* Mny | essees have
contractually or voluntarily elected to have Article 2A or Article 9
apply to the | ease, but whether this would bind a third party creditor
wi thout notice of the lessor's interest is unclear. However, despite
the anbiguity created by Section 9-104(e), nost lessor's and
underwiter's counsel insist on the applicable Article 9 filings being
made. This may be | ess than a satisfactory solution, but the
i nfrequency of rnunicipal bankruptcies or conflicting creditor clains
may di m ni sh the urgency of any renedy at this tine.

Since real property transactions are not covered by the Uniform
Conmrer ci al Code, lessors of real property in tax-exenpt |eases nust
rely on nortgage, title, deed of trust and simlar statutes in the
jurisdiction where the property is located. 1In California, to the
extent the lease is treated as creating a real property security
interest for the lessor, akin to a deed of trust or nortgage, it would
likely be subject to the [imtations on judicial and private
foreclosures. These include, as applicable, the one-action rule,
restrictions on deficiency judgments, mninmum notice requirenents and,
in certain cases, a right of redenption period follow ng foreclosure.*
These provisions are very conpl ex, and advice should be sought from
counsel specializing in this area.

Usury

Usury laws and constitutional prohibitions differ anmbng each
jurisdiction. 1In California, they are covered by Article XV, Section
1(2) of the Constitution, which provides that the rate of interest for
a non-personal | oan cannot exceed the greater of (i) 10 percent per
annumor (ii) 5 percent above the San Franci sco Federal Reserve
di scount rate to nmenber banks in effect at the earlier of execution of
the contract or funding.*

G ven the favorable spread between taxable comercial rates and

t ax-exenpt rates, usury will generally not be an issue. However, for
smal | er-sized transactions or less creditworthy | essees in California,
where the lessor's interest rate may exceed the constitutional limt,

reliance on judicial exceptions or constitutional exenptions to usury
limtations may be necessary.*

State or local statutes may provide additional restrictions on
the rate of interest payable by issuers. In California, the
CGovernment Code restricts the maxi numinterest rate payable by "l oca
agenci es" on "bonds, warrants, notes or other evidences of
i ndebt edness"* to 12 percent, unless sonme higher rate is pernitted by
| aw. *® Governnment Code Section 53531.1(c) provides that the power to
i ssue bonds at this rate is in addition to any power or limtation
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made applicable to | ocal agencies by any other |aw "unless the other
| aw specifically provides otherw se."

Busi ness Qualification

Al nost all states require business entities to qualify to do
business within the state if nmore than a mninmal |evel of direct
busi ness invol verent occurs, both for regulatory and state franchi se
t ax purposes.

Failure to qualify (or in some cases to pay franchi se taxes)
typically will prevent a business fromexercising its legal rights or
defending itself in a judicial proceeding. However, this may al so
include, at least in California, a right extended to other parties to
set aside contracts with the errant entity, even if the failure has
si nce been renedied. ¥

This may inpact |essors and investors. Wile nost active |essors
in California are "in good standing” as a matter of good corporate
practice, nore distant parties, such as a foreign trustee, escrow
agent or paying agent, may not be, relying on general notions of
exenption fromfranchise taxes or qualification based upon a | ack of
"contacts" for tax and regul atory purposes. To the extent it is
determ ned that the "distant” party neets the statutory m ninmuns, that
party may find itself unknow ngly subject to franchise tax and, as
appl i cabl e, qualification procedures.

Failure to pay the statutory m nimumfranchise tax or to qualify
may subsequently prevent the trustee from exercising, on behalf of the
investors, rights and renedi es under the tax-exenpt |ease, including
suit for any pre-termnation accrued but unpaid rent. It rmay even
permt the |essee, at least in California, to term nate performance,
on grounds the lease is "voidable" as to the trustee or escrow agent
(and, therefore, as to any paynent obligation, potentially
unenf or ceabl e) .

To avoid this, many | essors use State-chartered institutions as
their trustee, or confirmcorporate "good standing" sufficiently in
advance to avert last-mnute problens. However, |essee or bond
counsel may wish to confirmthe status of the other parties,
particularly if an opinion as to enforceability will be required.

O her Conpliance Requirenents

Two specific additional areas affecting tax-exenpt |eases and
certificates of participation should be noted.

Pursuant to California Government Code Section 8855(e), the
California Debt Advisory Conmi ssion (CDAC), as the state's statistica
center for state and | ocal debt issues, requires that all state and
| ocal governnental issuers of public or privately sold debt file a
noti ce of proposed sale 30 days prior to issuance, listing the issuer
underwiter, financial advisor, bond counsel, proposed size of issue,
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pur pose, estimated principal anount, source of repaynent and ot her
data. Follow ng issuance, a supplenental filing listing the interest
cost, maturity schedule, credit rating, gross spread, and advi sor and
counsel fees al so nust be conpl et ed.

Bond counsel generally file the requisite forns for debt
i ssuances, including certificate of participation financings, as part
of the financing docunentation. For other situations, such as vendor
| eases and directly placed | eases, conpliance is | ess consistent,
despite the fact no distinction exists anong these structures for
reporting purposes.

A fee not to exceed the | esser of $1,500 or one basis point
(1/100 of 1 percent) of the par value of the issue sold is to be
remtted to CDAC, except for transactions under $1, 000,000 for which
the fee is waived, and for issues with maturities of eighteen nonths
or less for which the fee is $100. It is interesting to note that
other states now require similar reporting for data collection.*

In the unlikely circunstance the | ease constitutes a private
activity bond, conpliance with requirenents of the California Debt
Limt Allocation Commttee is also necessary. The Conmttee was
formed in 1986 pursuant to California Governnent Code Sections
8869. 80-8869.93 to allocate the volune cap limtations of the Interna
Revenue Code anong the eligible projects of California state and | ocal
agencies, cities, charter cities and other issuers. I|n general
approval by the Commttee is required for tax-exenpt private activity
bonds. G ven conpeting demands of issuers and the increasing
restrictions on these types of tax-exenpt instruments, recent practice
has been to seek approval as early in the year as possible.
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1.

10.

11.

12.

Rev. Rul. 72-399 (1972-2 Cumul ative Bulletin (C. B.) 73) and
New i n Machinery Corp., 28 Tax Court (T.C.) 837 (1957).

Rev. Rul. 55-540 (55-2 C. B. 39).
Private Letter Ruling 8042143 (July 25, 1980).
Regul ation (Reg.) Section 1.103-1; Estate of Al exander J.

Shanberg, 3 T.C. 131 (1944), acq., 1945 C.B. 6, aff'd. 144 F.2d
998 (2d Gir. 1944), cert. den., 323 U.S. 792 (1944).

Rev. Rul. 77-164 (1977-1 C.B. 20) and Rev. Rul. 77-165 1977-1
C.B. 21).

See Rev. Proc. 82-26 (1982-1 C.B. 476) for the requirenments for
receiving confirmation of tax-exenpt status by the IRS for such
entities.

Section 141 (b)(3).

In determning use of the facility, Congress has indicated that
all facts and circunstances will apply. For applying the

per cent ages, exclusive and special use by all nongovernnenta
persons is aggregated and all paynments of nongovernnental persons
(whether or not actually pledged or directly applied to | ease
paynments) are consi dered.

In California, the value of qualified private activity bonds
under the volume cap is estinmated to have been limted to
approximately $2 billion in 1987 and $1.3 billion in 1988, based
upon 1986 popul ation figures. This contrasts with the $14.6
billion of private activity bonds issued in 1985. Virginia L.
Horler, Quide to Public Debt Financing in California (San

Franci sco, CA: Packard Press, 1987), at 38. In 1986, the
California Debt Limt Alocation Conmttee was established to
all ocate the volunme cap limtation anong eligible projects,

i ncl udi ng | ease- purchase arrangenents.

A small issuer is defined as an entity issuing $5 nmillion or |ess
of tax-exenpt obligations (excluding private activity bonds) in

t he cal endar year (but including in the total any issues of
subordi nate entities and "on behalf of" obligors of that entity).

Section 148(f)(4)(B)(iv) of the Code.

The conditions for requesting extension of time to file are set
forth in Rev. Proc. 88-10 (1988-1 C. B. 635).

Under Rev. Proc. 72-18 (1972-1 C.B. 740), debt is presuned
incurred to purchase or carry a tax-exenpt obligation if (1)
proceeds of the debt are used to acquire the tax-exenpt
obligation, (2) the tax-exenpt obligation is used as collatera
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13.
14.

15.

16.

17.

18.

19.

20.

for the debt, or (3) there is indirect evidence that debt was
incurred to purchase the tax-exenpt obligation

Rev. Proc. 72-18, Sec. 3.05 (1972-1 C. B. 740, 741).
Rev. Proc. 87-53 (1987-2 C. B. 669).

The 1933 Act specifies procedures for registering securities, and
the 1934 Act governs the securities exchanges and trading in
securities. The registration requirenents of the securities | aws
shoul d not be confused with the requirenents of the Interna
Revenue Code that the tax-exenpt obligation be in registered
form This is discussed in the section on "Federal Law

Consi derations - Taxes" above.

See the discussion in A John Vogt and Lisa A Cole, A Quide to
Muni ci pal Leasing (Chicago, IL: Minicipal Finance Oficers
Associ ation, 1985), at 59 and n. 17. This may depend upon the
status of the lessor and its intent and expectations in holding
t he | ease.

Under certain circunstances, the exenption may not be avail abl e
for certificates used to finance assets for industria

devel opnent -type purposes. Rule 131(a), defining a security for
pur poses of Section 3(a)(2), notes that "any part of an

obligation evidenced by ... indebtedness” of an issuer in
Section 3(a)(2) "payable frompaynents ... made in respect of
property or noney ... used, under a | ease, sale or |oan

arrangenent, by or for [an] industrial or commercial enterprise”
is considered a separate security "issued by the | essee or
obligor"” requiring registration or its own exenption. (enphasis
supplied) Rule 131(b) lists exclusions fromthis exception (and,
t herefore, under the governnental security exenption) for

obl i gati ons payabl e from general revenues of the issuer (other
than related to the enterprise), facilities owned and operat ed
"on behalf of" issuers and facilities |eased to private
enterprise as part of a public project owned and control |l ed by

t he issuer.

No action letter issued on behalf of First Minicipal Leasing
Corporation (June 4, 1976); and no action letter issued on behal f
of Smth Barney, Harris-Upham & Co., Inc. (Novenber 11, 1976).

These are generally sophisticated investors with high net worths
or who have an ability (such as pension funds, insurance
conpani es, nutual funds, and large institutions) to anal yze the
ri sks associated with the securities.

The SEC is precluded by the Tower Act (Section 15B(d) of the 1934
Act, codified as 15 U. S.C. Section 780-4) fromrequiring filing
by "issuers ..., directly or indirectly through a purchaser or
prospecti ve purchaser," of official statements with the SEC as a
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21.

22.

23.

24.

25.

26.

27.

28.

29.

condition to the sale of municipal securities. This preclusion
may not extend to other functions of the SEC such as

regi stration of municipal securities dealers and policing of the
muni ci pal securities markets (through regul ation of underwiters
and broker dealers). In this regard, note adoption of Rule 15c2-
12 under the 1934 Act.

Bl ue sky laws govern the registration, offer and sal e of
securities within the individual states and are, to a degree,
patterned after the federal statutes.

See, in general, John E Petersen, "The New SEC Rul e on Mini ci pa
Di sclosure: Inplications for Issuers of Minicipal Securities, "
Cover nnent Fi nance Revi ew (Cctober 1989), at 17.

Chapter 9 - Adjustnent of Debts of a Municipality is codified as
11 United States Code (U. S.C.) Section 901-946.

Wth certain exceptions, a creditor holding a secured claimin
excess of the value of its collateral (or security), due- for
instance- to a greater decline in value of the security than of
the obligation it secures, is entitled to a secured claimfor the
value of its collateral, and an unsecured claimfor the excess.

11 U.S.C. Section 361

The debtor is also provided discretion in determning the
proposed treatnent of all clainms on a class-by-class basis. In
general, if the debtor's proposed treatnent is to reinstate the
priority of the hol der of a secured claimas to other creditors,
it must be accepted by such clai mhol der.

For exanple, in Arizona, the State Attorney Ceneral's office
relies on the general power of the State to procure assets as a
basis for authorization to enter into equi pnent |ease-purchase
transactions, but for real property or buildings, the director of
adm nistration is authorized specifically to "l ease purchase, "
provided certain statutory requirenents, including |egislative
review, are net. Arizona Revised Statutes 41-791. 02.

See, e.g., A John Vogt and Lisa A Cole, A Quide to Minicipa
Leasi ng (Chicago, IL: Mnicipal Finance Oficers Association
1985), at 72 and n. 15-17.

Section 20670 et seq. of the California Public Contracts Code.
However, note that California CGovernnment Code Sections 5700-5703,
appointing the State Treasurer's office as sal es agent of the
State of California to offer and sell State bonds or evidences of
i ndebt edness, specifically include "certificates of participation
or interests in any rental or |ease paynments or purchase
paynents, in an aggregate principal anmount exceedi ng $10, 000, 000"
within their coverage. See also Virginia L. Horler, Quide to
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30.

31.

32.

33.

34.

35.

36.

Public Debt Financing in California (San Franci sco, CA: Packard
Press, 1987), Table 5 at 16-17.

A conprehensive survey of state authority, debt and related | aws
is found in George M Mardi kes, Paul E. MLaughlin and Grven E
Gornman, CGovernmental Leasing: Surveys of Federal Tax Law, Federa
Securities Law and of Legislation and Case Law in the Fifty
States (Washi ngton, DC. Association for Governmental Leasing &
Fi nance) .

Curiously, |ease purchase of school sites is not included in the
sections cited, and reliance for authority to | ease the sites my
be required under Section 35160, which states that a school
district may "initiate" any activity or action "not in conflict
with, inconsistent with or preenpted by, any |aw and which is not
in conflict with the purposes” of the school district. |If
broadly construed, this section could permt any activity, unless
specifically prohibited by |aw, the reverse of what normally
occurs in granting-type statutes.

Allen v. Hussey, 101 Cal. App. 2d 457, 225 P.2d 674 (2d D st.
1950). See also Rathbun V. City of Salinas, 30 Cal. App. 3d 199
(1st Dist. 1973) (50-year |ease of parking lot to a bank may be
subject to attack where the value of rent received is |ow
severability clause in |ease will not save an otherw se void
transaction).

Prescott Courier, Inc. v. More, 35 Ariz. 26 (1929). Note al so
the potential influence of antitrust principles in this area, as
hi ghlighted by Fortner Enterprises, Inc. v. United States Steel

Corp., 394 U S. 495 (1969) (loans by credit corporation

condi tioned upon purchase of products of its parent corporation
constitute a per se illegal tying arrangenent).

California Conmercial Code Section 1201(37)(b) (as nodified by
the Article 2A anmendnents).

Wi le |l egislative coment on the section considered a nonina
purchase option a key elenment for a security interest, it coupled
this with the need to satisfy the "rent" test. Report of the
California Assenbly Conmttee on Judiciary respecting Commerci al
Code Section 1201(37) (West Supp. 1990).

In Re Royer's Bakery, Inc., 1 U CC Rep. Serv. (Callaghan) 342
(Bankr. E.D. Pa. 1963).

The rent test was inserted in Section 1-201(37)(b) as part of the
changes required by adoption of Article 2A, which by its ternms is
not applicable to sales or security interests, however disguised.
Report of the Assenbly Comrittee on Judiciary respecting
Commerci al Code Section 10103 (Wst Supp. 1990).
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37.

38.

39.

40.

41.

42.

43.

44,

See, e.g., In Re J.A Thonpson & Son, Inc., 665 F.2d 941 (9th
Cr. 1982) and the cases cited in n. 6 therein. Strong judicia
precedent exists for treating such structures as financing
arrangenents (and not true |eases), for which a security interest
can be created.

The drafters of the section assuned such transfers were "usually"
governed by other statutes and, therefore, should be excl uded
fromArticle 9, citing the case of pledges of water, electricity
or sewer revenues to secure revenue bond financings. The
statutory | anguage, however, has a broader scope, incorporating
any "transfer." Al though adequate state procedures may exist for
encunbering funds for utility revenue bond financings, many
states in other |ess-defined i nstances have yet to enact the
"other statutes" the drafters assumed were present. See also A
John Vogt and Lisa A Cole, A Quide to Minicipal Leasing
(Chicago, IL: Minicipal Finance Oficers Association, 1985), at
75 and n. 24. Note 39, followi ng, provides citations of |ess
restrictive statutory | anguage.

Annot at ed Laws of Massachusetts, Ceneral Law Chapter 106, Section
9-104(e) and N.Y. [U.C.C ] Law Section 9-104(e) (Bender's).

See al so Report of the Assenbly Comm ttee on Judiciary respecting
Commerci al Code Section 10103 (West Supp. 1990). Lien laws or

ot her | ocal common |aw rights and renedies may be an alternative
if neither Article 2A nor Article 9 is avail able.

For Article 2Ain California, see e.g., Commercial Code Section
10102 and the related commentary in the Report of the Assenbly
Committee on Judiciary. For Article 9, note the | anguage in
Commer ci al Code 9102 and the |egislative commentary, and contrast
this with Commercial Code Section 1102(3) and its comentary.

See, in general, California Code of Cvil Procedure Sections 580b
and 580d (anti-deficiency provisions), 726 (one action rule), and
729. 030 (equity of redenption period) (Wst Supp. 1990). A

conpr ehensi ve sunmary of these statutes can be found in R
Bernhardt, California Mrtgage and Deed of Trust Practice
(Berkel ey, CA: Continuing Education of the Bar, 1989).

Subdi vi sions of the State have been held subject to usury
provi sions. Regents of University of California v. Superior
Court of Al anmeda County, 17 Cal.3d 533 (1976).

These include the time-price doctrine, purchase-noney install nment
t heories and exenptions for specified classes of |enders. See
Ehrlich v. McConnel |, 214 Cal. App. 2d 280, 185 (2d Dist. 1963)
("usury laws do not apply ... [to] conditional sale contracts.");
and Boerner v. Colwell, 21 Cal.3d 37 (1978) (credit sale by
vendor with assignhnment to non-exenpt financing institution not
subject to usury). The tinme-price doctrine permts a sale for
cash to be for a different anmount than a sale for credit, wthout

3-25



45.

46.

47.

48.

usury limtations. This typically applies to situations where

t he vendor nmakes the sale on credit, and subsequently assigns the
paynment obligation to a | ender, and may be of nore margina
utility in non-vendor |ease financings.

For exenptions, see California Financial Code Sections 1504
(state banks and national banks), 1716 (foreign (other state) and
foreign (other nation) banks), 3707 (bank hol di ng conpani es) and
22000 et seq. (personal property brokers) and the real property
br oker exenption in Art. XV, Sec. 1 of the Constitution.

CGover nnent Code Section 53530.

Cover nnent Code Section 53531. See al so Governnent Code Section
53531. 1(c).

Wi te Dragon Productions, Inc. v. Performance Quarantees, Inc.,
196 Cal. App.3d (1987) (failure to pay franchise tax invokes

voi dability statute, regardl ess of status under the qualification
statute.)

QO her states (e.g., New Hanpshire) now require simlar reporting
for data collection. In contrast, the Treasurer's Ofice of the
State of North Carolina requires that all county and | oca
governments and ot her | ocal agencies sell bonds through its Loca
CGover nment Conmi ssion (LGC). The LGC al so oversees | oca
accounting and auditing practices, and provides investnent
managenent services and technical assistance in public finance

t opi cs.
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CHAPTER FOUR

THE LEASE DOCUMENT

This chapter reviews the major provisions and exhibits that are
found in nost tax-exenpt |leases. Followng this, the trust or escrow
agreenment ancillary to the | ease is sunmari zed. The chapter concl udes
with a discussion of master | ease prograns and | ease lines of credit.

Assum ng adequate authority and power, the |ease docunent nust
conformto respective tax, debt and security guidelines to be a valid
"tax-exenpt” nunicipal lease. Wile |eases may vary as to their
provi sions, at a mnimm they generally include:

o] reference to the | ease termand paynent structure;
o] an anortization table;
o] a non-appropriations clause or, alternatively, an abatenent

cl ause (as required);

o] a requirenment to make "rental" paynents conprised of
separately stated principal and interest;

o] a description of the asset financed,

o] a nom nal purchase amount ($1.00) (or automatic title
transfer) at the expiration of the lease term or a
transfer of title to the | essee at inception of the |ease,
together with a security interest to the lessor until al
paynments are received,

o] a confirmation that the lease will be in registered
form

0 a requirenment to file form8038-G or 8038-GC with the
Internal Revenue Service and, as applicable, rebate any
arbitrage earnings as required to the federal governnent;

0 a representation that the | essee is a Section 103-eligible
entity (and, if appropriate, that the | ease will be "bank
gualified"); and

o] a covenant that the |l essee will not jeopardize, through its
actions or inactions, the tax-exenpt nature of the
i nterest.

To be financeable to the broadest spectrumof investors, the |ease
shoul d contain provisions respecting use of the asset, risk of |oss
and casualty, indemification of the |essor, disclainer of warranties,
and triple net covenants.
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Lease docunents for small (less than $1 nillion) privately placed
| eases frequently are prepared by either the | ease broker or vendor
commonly, they use standard, preprinted, formdocunents. Usually for
certificate of participation transactions, particularly those in
excess of $5-$10 million and offered conpetitively, special counsel or
a financial advisor acting on behalf of the |essee, will draft the
docunents, with input fromthe | essor and other affected parties.

Sone | essees who do extensive | ease-purchase financing have
devel oped their own standard docunents. |In such instances, |essors,
for cost or administrative reasons, nay decline to participate, or nmay
increase the interest rate to conpensate for anal yzing and using the
| essee' s docunents. Mreover, if the docunents elimnate or reduce
protections considered essential by |lessors (e.g., non-offset,
i ndemmi fication, non-substitution protections), |lessors may decline to
participate, reducing financing sources to the | essee. However, in
many instances, individual provisions are negotiable between the
parti es.

To mitigate the risk of non-appropriation or abatenent, the
| essee may be requested to confirmone or nore of the follow ng
covenants: (i) sufficient funds are avail able for paynent of rentals
during the current fiscal year, (ii) the assets financed are of
"essential use" to the lessee, (iii) the lessee will utilize its best
efforts to ensure budgeting of rent in future fiscal years and to
exhaust admi nistrative appeals if the rent is not included or stricken
fromthe budget, (iv) in the event of early termnation by non-

appropriation, the I essee will not substitute simlar equipnment or
services for a significant period of time, and (v) in abatenent
| eases, rental interruption insurance will be obtained. For

certificate of participation transactions, adherence to book entry or
simlar formof registration my al so be necessary.

Wil e these representations are not iron-clad, they at |east
provide indications of the |essee's intent to make its rental
paynments. |f unreasonably breached by the | essee, they could lead to
litigation for damages and bad faith. Apart fromthis, these
confirmati ons al so reinforce the underlying econonic basis of the
transaction. Notw thstanding a contingent right to termnate, the
| essee confirnms the essential nature of the asset and, dependi ng upon
the jurisdiction, its intent not to substitute the asset with other
simlar property for a period of tine follow ng a non-appropriation.
O course, while not a guarantee of future rentals, they are a
staterment of good faith by the | essee to performall obligations
t hroughout the | ease term

Addi tional assurances are also provided in exhibits to the | ease
or through side letters of clarification, including the essential use
certificate, funding resolution, certificate of appropriation, and, as
appl i cabl e, the acceptance certificate(s). These also are discussed
bel ow.
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THE LEASE AGREEMENT

Wth certain variations, nost tax-exenpt |eases contain key
cl auses as highlighted below. The comrentary on each section
addresses issues respecting these cl auses.

a. Representations and warranties; covenants of |essee;
statenment of intent.

b. Acqui sition and acceptance procedures; escrow arrangenents.
C. Lease term

d. Lease payments (rent).

e. Non- appropri ations cl ause.

f. Title; security interest; risk of |oss.

g. I nsur ance.

h. Triple net clauses.

i Di scl ai mer of warranties.

J - I ndemmi fi cation; tax covenants.
k. Options to purchase.

l. Events of default and renedies.

m Assi gnment ; qui et enjoynent.

a. Representati ons and warranties; covenants of the |essee;
statement of intent. These provisions generally indicate that the
tax-exenpt lease is intended to be a conditional sale-type
arrangenent, rather than a true |ease. They confirmthe status of the
| essee as a properly constituted political subdivision with authority
to enter into the contract. Representations also rmay be required
which mrror the | anguage that the | essee's counsel opinion wll
provi de (discussed below). In this section, the | essee may confirm
the essentiality of the assets and their governnmental use, and that it
will take all actions necessary to maintain the tax-exenpt status of
t he arrangenent.

In the event the |ease is bank-qualified, the |lessee will be
required to designate the |lease as a "qualified tax-exenpt obligation"
under Section 265 of the Internal Revenue Code and confirmthat the
| essee will not issue nmore than $10 million of tax-exenpt obligations
within the calendar year. |If the lessee qualifies for an arbitrage
rebate exception under Section 148 for small issues, this section may
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also confirmthat the Iessee will not issue obligations in the current
cal endar year in excess of the maxi mum all owabl e for the exception

Dependi ng upon the assets, additional representations may be
required respecting liens, environmental affairs and a title history
of the property upon which the asset is sited. The section may al so
obligate the | essee to furnish, on a continuing basis, financia
statenments, budgets, evidence of appropriation and other simlar
i nformati on.

It is inmportant that | essee's counsel review each of the
covenants, representations and warranties to ensure the | essee
under st ands and can conply with each, to avoid inadvertent breaches
(and rel ated default). Mst |eases, and applicable security
interests, are governed by the jurisdiction where the | essee or asset
is located. The | essee should check any choice-of -1aw provisions in
the |l ease to ensure that if local law (e.g., California) does not
apply, the | essee has obtai ned adequat e counsel respecting the other
state's law and its effect on the | essee's representations in the
| ease.

b. Acqui sition and acceptance procedures; escrow arrangenents.
These cl auses general ly specify the acquisition and acceptance
procedures and designate responsibility for inspection and testing
bef ore acceptance. They may al so outline the requirenents for
di sbursing paynent to the vendor by the | essee, or trustee or escrow
agent, if any.

Generally, the lessee will have total responsibility for
selecting and ordering the asset. (The lessee confirnms inits
representations that this has been, or will be, done in accordance
with procurenment requirenments.) The |essee typically will either
order the asset directly fromthe vendor, assigning its purchase
contract to the lessor, or will request that the | essor, on behalf of
the | essee, place the order with the vendor. In either case, the
| essor will disclaimany warranties respecting the asset. In rea
property | eases, the | essee nay enter into a construction contract
with the general contractor, or negotiate and approve the construction
contract before authorizing its execution by the |essor

Where possible, the lessor will seek indemification fromthe
| essee for any risks under the purchase or construction agreenents,
and will require that, in the event the | ease is not executed or

delivered by the I essee or the lease is term nated before acceptance,
the | essee will assune all obligations of |essor under the purchase
and construction agreenments. Generally, the vendor or contractor will
acknow edge the assignment and any rel ated assunption provisions and
may partially release the lessor fromliability when the | essee
assunes all responsibility for supervising and nonitoring construction
and testing.

In cases involving funding before delivery and acceptance of the
asset ("advance funding"), this section may al so provide, if
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necessary, that the lessor is to deposit the amobunt of the asset
purchase price with a trustee or escrow agent. Were progress
paynents are required, the lease will provide instructions respecting
procedures for the | essee to approve disbursenent fromthe escrowed
funds. These funding instructions may al so be placed in the trust or
escrow agreenent (discussed in "Ancillary Financing Docunentation”
bel ow) .

In cases where the | ease is advance funded, this section may
address substitution of assets; redenption of proceeds, in the event
of non-delivery or non-acceptance by the | essee; and the obligations
of the parties in the event of delayed acceptance or a failure of
accept ance.

Del ayed Accept ance

Accept ance procedures are inportant provisions, and require
careful drafting for economc and tax reasons. Except in advance
funded transactions, delay of acceptance will result in a delay in
funding. |If acceptance is del ayed beyond expiration of the lessor's
interest rate commtnent, the | essor may seek either a rate adjustnent
or termnation of its financing commtnment. O course, if the
lessor's rate commtnent floats, the risks of any delay are
di m ni shed.

To avoid these issues, the | essor and | essee shoul d adopt
procedures to handl e unusual delays in the acceptance process. In
general, the lessor is not responsible for any delay in asset delivery
and acceptance, and the | essee nust |ook to the vendor for
rei mbursement of damages due to delay. The liability for any damages
caused by | ate delivery and acceptance, including any increased
financing costs, should be set forth in the | essee's agreenment with
t he vendor or in the purchase docunentation

When funds are escrowed for progress paynents or for nultiple
asset acceptances, delays may al so create arbitrage concerns in the
event the delivery or construction period exceeds that permtted under
applicable arbitrage rebate exceptions in the Internal Revenue Code.

In addition, in abatenent |eases, unusual delay in vendor
performance may rai se potential default concerns at |ease inception
Wiere delivery and acceptance are del ayed past the period for which
capitalized interest has been calculated in the amount financed,
guestions nmay arise respecting responsibility for payment of such
additional interest until the acceptance date. Because in abatenent
| eases the | essee may not be required to nake paynents of principa
and interest prior to acceptance (and while it does not have use of
the asset), the interest may not be chargeable to the | essee. For
such pre-acceptance interest, the only recourse may be to the | essee's
rights agai nst the vendor or the vendor's performance bonds, or any
coll ateral posted for such contingencies by the vendor. Renta
interruption insurance nmay not be of benefit in non- delivery
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ci rcunst ances because many policies require that the obligation for
rent comence before the policy is enforceable.

Non- Accept ance

Failure of acceptance typically results froma failure in vendor
performance. The | ease docunment generally does not provide detail ed
speci fications and performance criteria for the assets and, in fact,
contai ns extensive disclainers of warranties by the |essor.

Speci fications and any testing criteria are nore typically set forth
in the purchase agreenent between the nunicipality and vendor or
contractor. |Indeed, performance safeguards are of particul ar

i nportance when the | essor has nmade progress paynents to the vendor on
behal f of the | essee before acceptance.

Wiere the asset is not accepted under the | ease, problens nay
arise in advance funded transactions respecting reinbursement of the
| essor for issuance costs and adm nistrative expenses in addition to
any accrued interest and progress paynents. Al though investnent
earni ngs on any escrowed funds may be applied to cover interest
expense (and to the extent positive earnings exist, other expenses), a
shortfall may result. Any deficiency may not be reinbursable by the
| essee due to provisions in the |lease (e.g., abatenent clauses) or due
to local law restrictions. This risk may be further conmpounded if
earni ngs on borrowed funds are subject to arbitrage rebate.

To avoi d such issues, project conpletion insurance, performance
bonds or simlar independent collateral should be requested fromthe
vendor to cover these itens if the | ease nust be term nated due to
failure of delivery and acceptance. Qher alternatives may include
i qui dat ed danages from the vendor.

C. Lease term This clause usually states the termof the

| ease, its anticipated expiration date, and any specially negoti at ed
renewal issues.

Commencenent of the |ease termin general neans the date the
obligation of the | essee to pay rent begins to accrue. However,
dependi ng upon the financing structure, the |lease termmy al so
commence (i) at the time of delivery and acceptance of the assets,
(ii) for advance funded transactions and, in general, for master |ease
prograns, when funds are rai sed and deposited into an account pursuant
to an escrow or trust agreenment, or (iii) for a lease line of credit
or simlar structure, upon the execution and delivery of the |ease
(especially if provides a funding commtnent is provided), with
paynment obligations as to specific assets conmencing at the earlier of
the tine the assets are funded or delivered.

The term of the | ease should equal, at a mninum the nunber of
nmont hs necessary to fully anortize the principal. Subject to any
|l egal restrictions, these may be as long as 7 to 10 years for
equi prent and 25 to 40 years for real property. They generally do not
exceed the anticipated useful life of the asset.
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When a | ease is advance funded, its termalso may include a
construction or pre-acquisition period. For non-appropriations
| eases, the |l ease termextends at |east through the end of the
| essee's current fiscal year and will be renewed (in nost cases,
automatically) or term nated on an annual basis thereafter. For
abat enent | eases, the lease termw || consist generally of the tota
mul ti-year period necessary to anortize the principal, subject to
abatenment in the event the asset is not available for use.

Assum ng no exercise of the non-appropriations clause or
abatenent rights, the lease termw ||l expire after the | essee has made
all | ease paynents and paid all other suns due under the | ease
(generally corresponding to the anortization period), at which point
the | essee owns the asset free and clear of the rights and interest of
the | essor. Most tax-exenpt |eases also provide the | essee an early
term nation right by exercise of a purchase option and the making of a
concl udi ng paynent, as set forth on the paynent schedul e.

Lastly, the lease termmay al so be term nated prior to expiration
in the event of (i) a casualty occurrence and the el ection by the
| essee not to repair or replace the asset, (ii) condemation, or (iii)
a | essee default and exercise by the | essor of its remedi es under the
| ease to term nate the | ease.

d. Lease paynents (rent). This section obligates the | essee
to make the total paynents required to anortize the principal and pay
the accrued interest at the agreed-upon rate. |In nost |eases, a

paynment schedul e, as di scussed below, is attached to the |ease,
setting forth the principal and interest conponents of each paynent,
t he paynent due date, and the total anount, as well as any applicable
concl udi ng paynent. This section may specify that the | ease paynents
are for the | essee's possession and quiet use and enjoynent for the
specific period for which paynent is due or these confirmations may
appear in a separate section

Dependi ng upon the transaction, |ease paynents nay be nonthly,
quarterly, sem-annually or annually. Monthly or quarterly paynent
schedul es generally predomnate in snmaller dollar | eases and vendor
| eases; sem -annual paynment schedul es are common for certificates of
participation. Mst paynents are in arrears but advance paynent
structures are not infrequent. |In fact, for school districts in
California, a preferred structure is annual paynments in advance to
| ower the total payments under the | ease. Many |eases al so do not
specifically state the inplicit interest rate, but rely on the paynent
schedul e for the rental anbunts. This section may al so include
provisions for late charges to the extent they are assessable in the
jurisdiction.

The paynent section may contain a "hell -or-high water" cl ause
maki ng the |l essee's obligation to pay rent unconditional (except in
prescri bed events, such as non-appropriation) and wi thout right of set
of f, defense, counterclaimor recoupnment. It ensures that the paynent
streanms continue notw thstandi ng any di sputes between the parti es.
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(Since the lessor's primary function is to finance the assets, both it
and the investors should be isolated fromdi sputes over asset-rel ated
issues.) Omssion of this clause would nake assignment to investors
nore difficult unless offsetting assurances or guarantees are provided
by the vendor. Accordingly, vendors and third-party |essors seeking
to assign the lease will require this clause.

Dependi ng upon the | essee's preference, |ease paynents may be due
on the first day of each nonth or quarter (with a partial rent period
for acceptances and deliveries in the prior period) or on the periodic
anni versary of the funding or acceptance date.

e. Non- appropriations clause. For the non-appropriations
| ease, this clause may be separately stated or incorporated into the
paynment section. This provision typically will include a statenent of

the lessee's (i) right to termnate the lease if funds are not
appropriated and (ii) obligation to use its best efforts to pursue
funds for | ease paynents fromthe general fund, to have funds included
inits annual budget (and if not included, to exhaust al

adm nistrative reviews and appeals), and to take all |awful steps
within its power to obtain funding in future years. It will also
require return of the asset, generally at the | essee's expense, in
event of non-appropriation.

Nonsubstituti on O ause

Nonsubstitution | anguage may be incorporated in this section or
set forth in a separate section. This |anguage provides that the
| essee will not purchase, |ease, use or rent assets performng
functions, or obtain services frompersons performng functions, that
are the sanme or simlar to the functions performed by the assets being
non- appropriated.’ The non-substitution provision will be applicable
for a specified period after the non-appropriation, ranging from one
nonth to the bal ance of the | ease term (but typically for one year).
Intended to ensure that the | essee does not utilize its non-
appropriation rights frivolously, this clause nmay be unenforceabl e,
especially if a strong argunent can be made that its enforcenent woul d
i nfringe upon a government's exercise of its basic police powers.

Abat enent

In lieu of a non-appropriation clause, |leases in California may
contain a provision that allows the | essee to cease rental paynents if
the assets are unavailable for use. |In abatenent |eases, the | essee
covenants to appropriate funds annually, so long as the assets are
avai l able. Failure to appropriate constitutes an event of default.
However, the lessor in an abatenent |ease may insist that the | essee
provide rental interruption insurance to protect the lessor's
i nterests.

If the non-appropriations clause or the abatenment provision is

properly exercised, it will not cause an event of default.
Alternatives to the | essor upon such event are generally limted to
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collecting rent then due, repossessing the asset, enforcing
performance of non-substitution and other simlar clauses in the

| ease, and collecting on any other collateral assigned to the |essor
(viz., reserve funds, rental interruption insurance or perfornmance
bonds). They do not include nore traditional renedies, which may be
avail abl e followi ng an event of default.

f. Title; security interest; risk of loss. This section
di scusses the property interest retained by the | essor in the assets
and how and when title is transferred to the | essee.

In many | eases the lessor retains "bare" title until expiration
or early termnation of the lease. 1In those | eases where title passes
to the | essee at commencenent of rent, this section will provide that
title to the assets automatically reverts to the lessor or its
assignee, free of any right, title or interest of the | essee follow ng
a | essee default, non-appropriation or abatenent. The clause may al so
obligate the | essee to assist in the transfer of title to the |essor
in these circunstances.

Wiile title may pass initially or after making all paynents in a
t ax- exenpt | ease, vesting of title in the | essee provides a clear
i ndi cation under Revenue Ruling 55-5407? (dealing with | ease versus
conditional sale treatnent) that the parties intend a conditional sale
arrangenent. In addition, governnental accounting standards identify
the passing of title to the | essee as one of four factors for
characterizing a | ease as debt for accounting purposes. Depending
upon the jurisdiction, this may al so have inpact for sales, use and
property tax purposes.

Security Interest

To the extent Article 9 of the Uniform Comrercial Code applies, a
security interest for the lessor is perfected by filing a UCC 1
financing statement with the secretary of state, the county recorder
or bot h.

To ensure that the intent of the parties is clearly stated, the
| ease usually grants a security interest to the lessor in the asset,
the | ease (and ancillary docunentation), the rental paynents, any
i nsurance awards and all proceeds. As applicable, the | essee wll
al so be required to cooperate with the I essor in executing and filing
UCC-1 financing statenents to evidence the parties' intent. The |ease
usually will contain a requirenent that the | essee renove any liens or
encunbrances affecting the asset (including liens for sales or
property taxes), which may jeopardi ze the security interest of the
| essor.

Most | eases specify that risk of loss is with the | essee

t hroughout the termof the lease. This risk is generally insured
through a separate policy or by self-insurance.
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g. I nsurance. The lessee nornally is required to carry
property and casualty insurance in an anmount at |east equal to the
concl udi ng paynment for the assets (which includes the prepaynent
premium if any, accrued interest and principal), wth reasonable
deducti bl es based upon industry standards and | ocal conditions. The
| essee also will be required to obtain liability insurance. For
abat ement | eases, rental interruption insurance nay al so be necessary,
especially if a credit rating is sought. For advance funded | eases
(particularly involving construction), performance bonds or letters of
credit fromthe vendor or contractor in an anmount at |east equal to
the purchase option price may al so be required.

The insurance generally should be placed with a superior-rated
i nsurance conpany (as rated by Best's). The lessor and its assignees
will usually request to be listed as additional insureds and | oss
payees, and to receive at |east 30 days' advance notice of any
cancel l ation, nodification or termnation of the policy. The |ease
will frequently also require assignment of all insurance proceeds and
awards to the lessor and its assignee as secured parti es.

When the | essee self-insures or is a nenber of a self-insurance
pool, it may be asked to substantiate reserves avail able for paying
clains. The |essor may al so request, at |east annually, a certificate
of insurance or self-insurance (including any excess coverage) to
confirmthat the insurance arrangenents remain in full force and
effect.

The question of whether to permt self-insurance is generally a
credit and collateral issue. Were the | essee has a good credit
hi story and rating, has adequate funded reserves avail able for paynent
of clains, and is know edgeabl e about the use, naintenance and
operation of the assets, self-insurance may be appropriate. However,
for itenms such as fire trucks, police cars, energency vehicl es,
athletic facilities, generating facilities and other high-risk assets,
an i ndependent insurance policy may be requested. For certain assets
(such as generating stations) and risks (e.g., earthquakes), it nay be
difficult to procure insurance or the costs nmay be prohibitive. 1In
such situations, self-insurance may be the only feasible alternative

I n abat enent | eases, self-insurance of property damage risks or a
requi renent that the | essee cover the cost of reconstruction in excess
of any third-party insurance potentially raises structuring issues,
and such requirenments should be carefully reviewed by counsel. In
fact, many bond counsel will not permt self insurance for renta
i nterruption purposes.

h. Triple net clauses. This provision requires the |l essee to
assune all ownership and nanagenent responsi bilities for the asset.
These responsibilities include mai ntenance and managenent of the asset
and repair of any danmage to the itens. Depending upon the type of
asset and avail abl e mai ntenance facilities, the | essee may al so be
required to enter into a nmai ntenance arrangenent with the vendor or an
i ndependent third party providing nmai ntenance and service for such
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asset. The lessee will generally be required to pay all taxes inposed
on the asset, including (as applicable) sales and use taxes, property
t axes, special assessnment taxes and other simlar fees and costs, wth
t he exclusion of taxes inposed on the net incone of the lessor. |If
the | essor pays the taxes or other costs on behalf of the |essee, it
typically will be reinbursed.

Any decrease in the |lessee's responsibilities on a triple net
basis may create both tax and securities conplications. Besides
causi ng sone anbi guity over whether the | essor has retai ned an
ownership interest in the asset, it also would run counter to one of
the bases -- i.e., the triple net concept, upon which staff of the
Securities and Exchange Comm ssion has relied in considering
certificates of participation in | eases as exenpt fromregistration as
a governnental security.?

i Disclainmer of warranty. Since a third-party lessor and its
assignee are purely financing parties (and not agents or
representatives of the vendor or manufacturer), they generally wll
disclaimall responsibility and warranties for the asset. However,
when the | essor acquires the asset fromthe vendor or nmanufacturer for
transfer to the |l essee, the lessor usually will assign to the | essee
any warranties or guarantees the | essor received. This provision may
al so provide that the | essee nust continue to nake rental paynents to
any assignee regardl ess of any warranty or other dispute between or
among the | essee, | essor and vendor. This confirns that such disputes
will involve the | essee and vendor, and not the financing party.

Any disclainmers nmust be in witing, be conspicuously stated
(e.g., bold faced or in upper case letters) and utilize such phrases
as nerchantability and fitness for a particular purpose to satisfy the
requirenents of Article 2 of the Uniform Conmercial Code.*

J - I ndemi fication; tax covenants. The indemification clause
protects the | essor and any assignees fromthird-party clains,
actions, costs or expenses respecting the asset. Frequently resisted
by | essees, these clauses are required by many | essors, particularly
if the lease is to be assigned, rated or credit enhanced. Mbst
i ndemmi fication clauses include indemification for attorney's fees as
wel|l as costs of any litigation defense.

Gven that the lessee will be directly or indirectly liable for
any actions associated with the asset (and over which it has total
physi cal control), it should be the party responsible for liabilities
arising fromthe asset, particularly if this benefits the |ease's
mar ket abi lity.

The | ease also frequently contains a simlar indemification
provi sion for any actions or inactions of the | essee which woul d cause
the tax-exenpt nature of the |ease to be contested, challenged or
deni ed by applicabl e governnental authorities. Since the | essee has
sol e use and operation of the asset, it is best qualified to ensure
t hat unaut hori zed use, sublease, or simlar events do not occur, that
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the asset is not utilized in a private activity or enterprise, and
that the other requirenments of the Internal Revenue Code applicable to
t ax- exenpt obligations are not violated. However, this

i ndemmi fi cation should not extend to | essor-caused acts or om ssions.

k. Options to purchase. Tax-exenpt |eases nmay contain two
types of options to purchase. The first provides for the paynment of a
nom nal amount (typically $1) at the end of the |l ease termto evidence
conpletion of the lease. In |eases where title transfers to the
| essee at the conmencenent of rent, this section may stipulate that
the | essee automatically holds unencunbered title foll owing paynent of
all rent.

The second option, if included, permts early termnation of the
| ease by the | essee, through maki ng a concl udi ng paynent on specified
option dates, typically at the end of each fiscal year. The
concl udi ng paynent declines with each rental paynent, due to
anortization of the principal and unrecovered issuance costs. Most
| eases also require that any accrued interest to the date of paynent
and ot her sunms due under the | ease be paid at the tine the option is
exerci sed, and that the | essee otherwi se not be in default under the
| ease. Exercise of this option will also typically require advance
notice of 30 to 60 days. |In longer-termleases, these provisions nay
i nclude call protection for the benefit of the | essor or investor
during the initial years, restricting or elimnating exercise of this
option while the call protectionis in effect.

Fol | owi ng the concl udi ng paynment and conpliance with this
section, the lessor is required to cancel its security interest in the
asset and, to the extent title has not previously been transferred to
the | essee, provide the |lessee with a quitclaimbill of sale or
simlar instrument.

l. Events of default and renedies. Default provisions in tax-
exenpt | eases involve two types of | essee defaults.

Monet ary Defaul t

The nost critical event of |essee default is the failure to pay

rent or other suns when due, commonly known as "nonetary" default. In
large publicly traded certificates of participation, the default
occurs automatically upon non-paynent. In vendor or smaller dollar

| eases, default may be delayed for a five- to ten-day grace period.
Lessees sonetines request that the | essor provide notice of such
failure during the grace period as a condition to the default, a
request usually resisted by |essors.

Failure by the | essee to process rental invoices or to pay
obligations pronptly is of serious concern to the financial comunity.
As the recent experience with the Commbonweal th of Massachusetts
denonstrates, ® the rating agencies and other credit eval uators consi der
pronpt paynment as critical and may downgrade a | essee's credit rating
when a pattern of |ate paynents persists
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Failure to pay rent when non-appropriation or abatenment rights
are exercised is not an event of default because the |ease
specifically contenplates termnation of the rental obligation in
these situations. 1In such cases, the lessor would look initially to
any rental interruption insurance or reserve funds for paynment, and
then to the value of the asset. See paragraph e. above.

Non- nonetary Defaul ts

The second common event of default revolves around the (i)
failure of the lessee to performits other obligations, agreenents or
covenants in the lease or (ii) the existence of a nateria
m srepresentation in any statenment, representation or warranty
provi ded by the | essee.

These coul d, for exanple, include:
o] the failure to insure or nmaintain i nsurance on the assets

agai nst danmage or liability clains or obtain perfornmance
bonds from the vendor;

o] the failure to maintain the asset in proper working order

o] the failure to repair damaged or destroyed assets;

o] the failure to keep the asset free fromliens, encunbrances
and taxes or to honor indemification against third-party
cl ai ns;

o] the failure to take actions to retain the tax-exenpt

status, including restricting usage to governmental persons
or functions; or

o] the failure to satisfy the requirenents of the non-
appropriation, essential use or non-substitution clauses.

This type of default may arise regardless of the | essee's intent
or good faith.

In nost instances, the |l essee is generally provided a grace
period to cure a non-nmonetary default and is usually given notice of
such default by the lessor. The |lessor may have a good faith
obligation to extend the grace period if the | essee has a reasonabl e
rationale for an extension (or an expectation of an ability to cure),
and if the extension would not materially adversely affect the | essor
or its security interest. 1In cases where cure is not feasible, the
| ease may provide that the grace period be waived.

O her events of default include the insolvency, voluntary or
i nvoluntary bankruptcy of the | essee, the failure of the | essee to
mai ntain clear title (especially in real estate situations), the
failure of the |lessee to conply with applicable environnmental or
simlar restrictions, the failure to obtain rental interruption
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i nsurance, and the failure by the |lessee to conply with the terns of
simlar obligations or of obligations senior to the |ease (such as
general obligation bonds) -- typically called a "cross-defaul t”

cl ause.

However, with the exception of bankruptcy, nost other events of
default are custom zed for the individual assets, sophistication of
the parties, or the level of confort and protection required by the
| essor. For exanple, for real estate transactions, the failure by the
| essee to maintain clear title to the asset nmay jeopardize any title
i nsurance which the | essee may have obtai ned, and dependi ng upon any
intervening lien, could result in loss of priority to the lessor as a
secured party. Moreover, nmany states, including California, allow
i ntervening and unrecorded liens for both personal and real property,
which potentially could "cloud title."® In fact, California schoo
districts receiving funds under the "Leroy G eene" |ease-purchase
program in general, grant an unrecorded lien to the State on al
school facilities of the district. This Iien does not appear on a
title report. Therefore, a lessor conpleting a | ease/l easeback nust
first obtain a release fromthe State, to avoid being in a subordinate
posi tion.

The need to satisfy environnmental and simlar requirenents is
al so inmportant since there exists for troubled real estate | oans a
growi ng tendency by federal courts to include secured | enders within
the group responsi ble for hazardous substance cl ean-up under the
Superfund | egislation.’

The |l essee's failure to maintain any required rental interruption
i nsurance in abatenment | eases or to nonitor performance bonds or
sim | ar vendor guarantees, may significantly increase the risk to
investors. |In fact, in one tax-exenpt |lease currently subject to
| essee bankruptcy proceedings in California, failure by parties to
nonitor rental interruption insurance as well as to ensure that
adequat e performance bonds were avail abl e, severely restricted the
recovery by investors followi ng bankruptcy, and itself has becone the
subject of litigation

Cross-default C auses

Wiile less common in California | eases, cross-default clauses
must be carefully drafted and nonitored to avoi d unnecessary defaults.
Such clauses are intended to protect the |l essor's security interest
and ensure that simlarly situated creditors do not receive an
advant age over the lessor. They may enconpass ot her tax-exenpt |eases
or senior obligations, or even all agreenents of the |essee.

Dependi ng upon their scope, such clauses may, in fact,
precipitate a | ease default, based upon technical non-conpliance in
ot her documents, even if the |lessee is otherwise in conpliance under
the lease. This conpounds the conplexity of any such default as well
as the difficulty of effecting a cure, especially if other creditors
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of the | essee nust be consulted. These clauses are |ikely of margina
benefit to the | essor given the risks.

Lessor Defaults

In some agreenents, particularly where the | essor as a captive
credit corporation is affiliated with the vendor, |essor events of
default may al so be addressed. These usually concern warranty or
mai nt enance provi sions, performance of the assets to specifications or
failure by the | essor to provide funding or to performother terns of
the lease. A lease with these provisions is atypical, especially in
the larger certificate of participation transactions.

Lessor default clauses should be carefully reviewed to avoid
conflict with other provisions of the | ease (e.g., disclainer of
warranties, statement of intent and the hell-or-high water clause) as
well as with the assignment agreenents to investors. These cl auses
are probably nore appropriately addressed in the contract or purchase
order between the municipality and the vendor, rather than in the
financi ng docunent ati on

Remredi es

The renedi es section usually follows the default provisions.
Not e that renedi es upon default should not be confused with remnedies
available to the I essor followi ng a non-appropriation or abatenent, as
di scussed above.

Dependi ng upon the transaction and structure, renedies upon an
event of default may differ significantly. These may include
repossessi on of the asset (with or without |ease termnation), or
sal e, | ease or sublease of the asset, with the | essee responsible for
speci fi ed danages and costs.

If the assets are personal property or fixtures and Article 9 of
the Uni form Cormmerci al Code applies, the | essor generally will have
the renedies afforded by Article 9, in addition to any other renedies
specifically provided by, or applicable to, the | ease. Were the
assets are real property, available renedies will be determ ned by the
| ease and applicable provisions of state | aw respecting foreclosure
and sale, including restrictions on the choice of remedy and
deficiency judgnents. See Chapter Three, "State Law Consi derati ons-
Uni f orm Commerci al Code".

The nost inportant renedy under Article 9 is the right of the
| essor to repossess and di spose of the asset in a conmercially
reasonabl e manner without a court proceeding. Under Article 9, the
| essee in default is obligated to surrender the asset peaceably to the
| essor (or the lessor nmay seek an action for involuntary possession).
Whet her or not repossession term nates the agreenent under the | ease
or applicable law, the I essor is usually pernmitted to charge the
| essee damages for its costs to repossess and marshall and prepare the
asset for shipping, subject to the terns of the |ease. The |essor may
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need to mtigate any damages by remarketing the assets to a new user
However, any re-|lease or sublease to, or use by, a private
nongovernmental entity may jeopardi ze the tax-exenpt nature of any

i nterest conponent of future re-lease paynents. It also may cause
previous rental paynents to be taxable. Potential retroactive |oss of
tax exenption nust be considered in any remarketing of the asset.

An additional remedy in certain situations is to accelerate the
future rental paynents (net of interest) or require the | essee to make
t he concl udi ng paynent together with accrued interest and any costs
arising fromthe default. However, in abatenent |eases, the | essor
nmay be unable to accelerate rent, since the lessee is not obligated to
pay for periods during which the asset is unavail able for use.

Rather, the I essor will be required annually to clai magainst the
| essee for rental paynents due in that fiscal year.

Many | eases contain an additional clause granting the |essor any
and all rights and renedies available at law or in equity to be
exerci sed simultaneously or individually. This clause could
technically require the | essee to continue the | ease while the |essor
is attenpting to mtigate damages, permtting further accrual of
interest and |ate charges. To the extent it forces the | essee to pay
rent following a non-appropriation or an abatenent, it nmay be
unenf or ceabl e.

Exercise of renedies is subject to any rights and protections
af forded debtors under state or federal |aw, including bankruptcy.
These are considered in Chapter Three. However, follow ng a | essee
bankruptcy filing, the |l essor may be prevented fromexercising its
remedi es, due to the automatic stay, except in accordance with
bankruptcy court rul es and procedures.

m Assi gnnent cl ause; quiet enjoynent. The assignnment clause,
one of the nobst essential provisions for financing purposes, serves a
dual purpose. It operates to restrict |essee assignnent of the |ease

and of its possessory and legal interest in the asset (including any
subl ease, conveyance or encunbrance), w thout consent of the |essor
and conpliance with applicable tax and secured transaction | aw

requi rements.

The ot her purpose of this provisionis to permt assignnment by
the |l essor. This assignnent can be either for purposes of creating a
security interest or, nore typically, for transfer to a trustee,
escrow agent or paying agent on behal f of investors. Aside from
certain tax and securities conpliance requirenents set forth in
Chapter Three (and local law restrictions as to the nunber or classes
of investors), nost |eases contain fewlimtations on | essor
assignment, in part to ensure narketability of the |ease. |ndeed,
with the exception of large institutional |essors (such as credit
corporations of major industrial conpanies and bank | essors for bank-
qualified | eases), nost |essors do not retain the leases in their
portfolios, but contenplate assignnent of the | ease and rental stream
to investors. In fact, with the devel opnent of certain

4-16



"collateralized nortgage obligation"-type financi ngs on Wall Street,
even | arge banks and credit corporations, which previously held these
| eases in their portfolios, can now fractionalize their portfolios and
sell themto investors in pools of nultiple | eases (as opposed to sale
of a single lease in a certificate of participation structure).

In connection with any assignnent, the Internal Revenue Service
requires that |leases that are "of a type that are offered to the
public" be issued in registered form with the | essee obligated either
to performtransfer functions itself or maintain (or have naintai ned
on its behalf) a book-entry systemor listing of the nanmes of the
assignees.® This obligation may be handl ed by the | essor or by third
parties, as agent of the lessee. |If the assignment is nade to a
trustee or paying agent, the lessee will confirm (i) the |ease
assignnment to the trustee (including, as required, receipt of copies
of rel evant documents), (ii) the re-assignnment to investors through
the certificates of participation, and (iii) the escrow agent's or
trustee's appoi ntment as agent of the | essee to nmaintain records
t hrough a book-entry or simlar system

Acknowl edgrent of the assignnent nmay al so be hel pful for
securities purposes. The staff of the Securities and Exchange
Conmi ssion has in the past taken the position that if a tax-exenpt
lease is to be fractionalized into certificates of participation, the
| essee shoul d specifically acknowl edge and aut hori ze such assi gnment
in the |ease.®

Qui et Enj oynent

The |l essee is usually granted the right of quiet use and
enj oynment of the asset follow ng any assignnent by |essor. Although
qui et enjoynent is inplied under the |l aws of nost jurisdictions,
inclusion in the | ease docunentation reaffirns this right, which right
is also inportant for abatenent purposes.

The qui et enjoynent clause nmay be coupled with a cl ause
permitting the |l essor to inspect the asset, with inspections generally
during normal business hours and with reasonabl e notice. The
i nspection is intended to permt the |lessor to nonitor conpliance with
t he mai nt enance, operation and use covenants and to ensure the | essee
is not permtting waste.

Al t hough ot her provisions may exist in the tax-exenpt |ease, they
will generally be specific requirenents of the | essee or | essor (given
their internal policies) or be custom zed to the specific financing or
asset under | ease.

LEASE EXH BI TS AND ATTACHVENTS

These docunents confirmthe tax treatnment of the | ease and
provi de additional assurances to the |lessor. They generally include
the foll ow ng:
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1. Equi prent or asset schedul e.

This schedule to the | ease identifies the property to be |eased,
i ncl udi ng serial nunbers, descriptions, equipnent |ocation, cost and
other itenms. For transactions with one schedule, it is generally
provided at the initial closing. For naster |eases, nunerous
schedul es are provided at the initial closing, but these may be
changed or anended fromtime to tine if the assets change. For |ease
lines of credit, a schedule is provided detailing the assets being
acqui red at each proposed takedown of funds.

2. Paynent schedul e.

This schedule identifies the paynments due and the principal and
i nterest conponents of each payment. Assuming the |lessee is also
provi ded a purchase option prior to expiration, the concludi ng paynent
will generally also be stated on this schedule. For naster |eases or
| eases involving nultiple takedowns, several paynent schedul es may be
attached related to one or nore asset schedules. Al though this
schedul e is specifically referenced in the lease, it is recommended
that the | essee formally acknow edge it.

3. Certificate of Acceptance.

This certificate confirnms that assets have been delivered,
i nspected, tested and accepted by the | essee. GCenerally, the
certificate is executed after final testing is conpleted. 1In certain
cases, the lease may require the | essee to conplete its procedures
within a specified period to ensure that the asset is acquired and the
vendor paid on a tinely basis.

The acceptance certificate is essential because the vendor
general ly cannot be paid until the asset is accepted and because the
| essee typically is not obligated to make rental paynents for the
asset until available for use.®

Al t hough certificates of acceptance can be as short as one
sentence, the | essor may al so request that the | essee confirmthat
appropriations have been nmade at |east for paynents during the current
fiscal year, that the asset will performthe essential use as
specified in the | ease and essential use certificate, and that the
| ease paynents for the asset are as specified on the paynent schedul e
for such asset. |In the case of assets with specific serial or
identification nunbers (e.g., notor vehicles), the certificate my set
forth this information. Since the acceptance certificate is executed
by, and is binding upon, the |lessee, it should be factually accurate
and limted to confirmation by the | essee of its obligations under the
| ease.

4, Essential use certificate.

Particularly for non-appropriations |eases, this letter provides
addi tional assurances to the |lessor that the asset is essential to the
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| essee and that the asset will be used for specified governnenta
purposes. Although frequently the | essee will represent in the |ease
that the asset is essential, execution of a separate certificate
reinforces the | essee's intent and avoids argunents that the | essee
was unaware of the specific covenants of essential use. The essentia
use certificate also confirnms to investors the asset's inportance in
provi di ng essential governnental services, dimnishing the likelihood
of a non-appropriation in the event of budgetary difficulties. Wile
this certificate may al so be issued with abatenent |eases, the

abat ement structure lends itself less to risk of non-paynent from
budgetary pressures, thus rendering the essentiality questions |ess

i nportant, although the confirmation of governnmental use is stil
material for tax considerations.

This certificate is usually delivered at the tine the lease is
executed, although in master |ease prograns it may be delivered at the
time the specific equi pment schedule is being added to the |ease.

5. Opi nion of |essee's counsel; opinion of bond counsel

In general, for nost |ease transactions, an opinion by the
| essee' s counsel (whether an in-house attorney or outside counsel for
the | essee) as to the | essee's status and the authorization, execution
and delivery of the lease will be requested. The opinion wll
represent that the lease is a valid, legal and binding obligation
enf orceabl e agai nst the | essee under state | aw, and nmay confirmthat
the | essee has satisfied all bidding and procurenent requirenments
applicable to the lease. This opinion is inportant to the lessor to
preclude argunents that the interest is not tax exenpt.

The | essee's counsel opinion also usually confirnms that (a) the
| ease will not violate any |aw, judgnment or order applicable to the
| essee or create a lien on any of the | essee's property (other than
the lessor's lien on the asset), (b) there are no suits or proceedings
pendi ng that woul d j eopardi ze performance by the | essee of its
obligations under the | ease, (c) the assets are personal or rea
property, as appropriate, and (d) the security interest of lessor in
the assets will be perfected under the Uniform Conmercial Code or
ot her applicable | aw.

For many | eases, bond counsel may al so be engaged to render an
opinion that the lessee is a political subdivision of the state
aut horized to issue or incur obligations that are tax-exenpt pursuant
to Section 103 of the Internal Revenue Code, and that the lease is a
| egal obligation enforceabl e against the | essee under state |aw. Bond
counsel also will usually opine on the tax-exenpt nature of the
i nterest conponent of the |ease paynents. Dependi ng upon the
transaction and the opinion of |essee's counsel, the bond counsel may
issue its opinion respecting certain of these matters in reliance upon
the opinion of | essee counsel
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6. Resol uti on of the Lessee.

The resol ution, passed by the governing body of the | essee and
authorizing the | ease transaction, ordinarily summarizes the |ease
transaction and confirnms that an essential use exists for the assets
being leased. It also confirns that the | essee entered the |ease in
conformance with | ocal |egal procedures respecting authorization. In
certain cases it may be waived.

For a bank qualified transaction, the resolution also should
confirmthat the | essee does not reasonably anticipate that it wll
i ssue nore than $10 million of obligations which are tax-exenpt
governnmental or Section 501(c)(3) bonds in the calendar year. It also
nmust designate the lease as a "qualified tax-exenpt obligation" for
t he bank qualified provisions of the Internal Revenue Code to apply.

The resolution may also confirm if appropriate, that the | essee
will be exenpt fromthe rebate requirenents for arbitrage due to the
applicability of the small issuer or another specified exenption.

In sone jurisdictions, the | essee's governing board may not be
required to approve the transaction by a formal vote, but the
transaction nmay receive approval through a consent cal endar or by
speci al |y designated conm ssions or admnistrative subdi vi si ons.

7. Certificate of appropriation.

This certificate is occasionally required and confirns that
adequat e appropriations exist in the current fiscal year to nmake
rental payments follow ng commencenent of the lease. Wile this
docunent may be sonewhat redundant (due to representations and
warranti es noted above that adequate appropriati ons have been nmade by
the | essee for paynents in the current fiscal year), use of a
specially executed certificate rem nds the | essee of its covenant and
reassures the | essor.

8. I ncunbency certificate.

This certificate usually states that specified officials are
aut horized to sign the | ease and ancillary docunents and that the
signatures on those docunents are true and correct. The certificate
may al so contain specinmen signatures of the persons executing the

| ease and ot her docunents and will generally provide the title and
status of such officials. It is signed by the secretary or clerk of
t he governing body of the lessee. |In the event a specific resolution

is adopted by the | essee's governing board, the incunbency certificate
may confirmthe status of the resolution

9. Certificate of insurance.
This certificate indicates that the | essee has the i nsurance or

sel f-insurance required under the |ease for property damage, liability
and personal injury. It may be acconpani ed by a copy of the insurance
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bi nder. Cenerally, the insurance policy or binder nmust list the

| essor and any trustee or escrow agent (on behalf of investors) as an
additional insured and | oss payee, and typically includes the
requirement that the [essor, trustee or escrow agent be provided at

| east 30 days advance notice of any cancellation, nodification or
term nati on of the insurance.

10. UCC-1 Financing Statenent.

When Article 9 applies to the |ease, either contractually or
legally, the lessor normally files a UCC-1 financing statenment with
the secretary of state (and for fixtures or other specified itens,
with the county recorder in the county where the asset wll be
situated). The UCC-1 financing statenent, which is normally signed by
the | essee and | essor, expires five years following its filing. For
| onger-termtransactions, the lessor will require the | essee to
execute and file continuation statenents, continuing the filing for
addi ti onal five-year periods.*
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ANCI LLARY DOCUMENTATI ON: TRUST AGREEMENT

Dependi ng upon the financing structure selected, the | essee may
al so be requested to execute a trust or simlar agreement. This
agreenment is generally required for nore conpl ex financing structures,
such as certificates of participation, or when the parties contenpl ate
reserve funds, advance funded situations or other custom zed
circunstances that may entail the possession and investing of funds on
behal f of the | essee or investor. For exanple, in advance funded
| eases, the agreenent will specify the allocation and disbursenent of
funds for acquisition of the asset, capitalized interest (if any),
reserve funds (if any), costs of issuance and other uses of proceeds,
and provi de procedures and conditions for disbursenents to the vendor
Since the acquisition funds are held and invested by the trustee for
the | essee's account, any disbursenment will usually require forma
approval by the | essee.

The trust agreenent also defines the roles and responsibilities
of the parties follow ng receipt of rental payments or other proceeds
from or on behalf of, the | essee and the application of such funds to
respective obligations of the | essee under the | ease (e.g., rental
paynent, condemmation award, casualty repair), as well as the
application of, and rights to, any investnent earnings on such funds.

Wher e defeasance or refunding techni ques are intended, the
agreenent will also outline the procedures for handling such matters,
i ncluding the substitution of cash, securities or collateral for the
investor's interest in the asset, including the rel ease of any
security interest. The cash, securities or collateral may be derived
fromthe | essee's own funds or froma new | ease issued to refund the
initial |ease. The proceeds deposited as the "substitute collateral”
will be invested until the first |ease's expiration or earlier
term nation.

The agreenents al so provide directions to the trustee respecting
i nvestnent of funds while in trust (i) for the benefit of the |essee,
in the case of acquisition, reserve or related funds, (ii) for the
benefit of the investor, in the case of condemati on or other awards,
and defeasance or other proceeds, or (iii) as applicable, for the
benefit of any other parties. Permtted investnents may be
specifically enunerated or referenced to those avail abl e under state
I aw.

In certificate of participation structures, the trustee typically
is assigned the lessor's rights in the | ease, rental paynents, any
i nsurance awards, and the asset, including the rights to declare a
default and exercise renedi es under the |lease. In connection with
such assignnent, the lessor will authorize or direct the trustee to
execute and deliver certificates of participation in the lease in
speci fi ed denom nations and havi ng specified interest rates and
maturity dates.
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The trustee will, on behalf of the |essee, typically maintain a
registry of certificate holders, for tax and securities purposes, or
engage a third party to maintain the book entry register

The parties to the trust agreenent generally include the |essor,
| essee and the trustee, although in certain circunstances (principally
involving smaller privately placed | eases without reserve accounts or
advance funding), the | essee nay not be a signatory to the agreenent.

The trustee generally is a trust conpany with substantial net
worth and capital or a trust departnent of a conmercial bank. The
trust agreenent will generally provide that the trustee is absol ved of
any liability for its actions (including investnment of proceeds and
any | osses therefrom, except for gross negligence or m sfeasance.

The agreenment generally will also provide indemification to the
trustee fromthe other parties, and will require paynment of costs and
expenses before the trustee pursues any rights or renedi es on behal f
of the investors or other beneficiaries.

The cost for establishing the trust account typically is included
in the issuance costs. Annual fees nay be paid by the | essee directly
or frominvestnent earnings on funds of the | essee held in the trust.

In certain instances an escrow agent under an escrow agreenent
W Il be substituted for a trustee. Wile trust instrunents are
l egal |y distinct fromescrow arrangenents, **the cash managenent and
adm nistrative responsibilities of the trustee or escrow agent are
simlar, including handling of funds and the execution and delivery of
the certificates of participation

LEASE VARI ATI ONS
Mast er Lease Prograns

The | ease docunentation for nmaster |ease prograns will generally
conformto that outlined above. |In a naster |ease, an agency
typically contracts on behalf of several other tax-exenpt users to
| ease the assets fromthe |lessor, and then may subl ease the asset to
the user under a formal subl ease agreenment with terns and conditions
substantially identical to the nmaster |ease. Alternatively, the
| easi ng agency may provide use of the asset to the user under an
i nformal menorandum of understandi ng, that may incorporate the terns
of the naster |ease by reference. The master |essee will usually
ei ther make rental paynments directly to the | essor and invoi ce each
user/subl essee for its pro rata share or will act as a collecting and
di shursing entity for the users, collecting rents fromeach user and
remtting themto the lessor. Responsibility for any del ays or
defaults in paynent will rest with the naster |essee.

For its services, the nmaster | essee nay either charge the user
directly, receive consideration fromthe initial proceeds or retain
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the investnent earnings fromuser rental paynents held pending
transmttal to the | essor

Lease Line of Credit

The docunentation for a lease line of credit is also simlar to
that set forth above. However, in a lease line of credit, the |essor
typically provides a commtnent to the lessee to fund up to a
speci fied anmount, for specified categories of assets and | ease terns,
to be drawn down as assets are acquired on a schedul e-by-schedul e
basis. The |lease is funded as assets are accepted, rather than in

advance. It generally covers nultiple deliveries and numerous vendors
as opposed to the | ease of a single asset or project on a stand-al one
basis. In certain instances, each drawdown may be structured as a

separate | ease and assigned individually to different investors.

If permtted under local law, the |essor may charge a conm t ment
fee at inception of the line or include such cost in the interest rate
or costs of issuance; or such fee may be wai ved. Depending upon the
terms negotiated, the interest rate may float until funding or be
fixed for specified periods, and the lessor's conmtnent to a dollar
amount may be fixed or may revolve (as principal is repaid, the funds
becone avail abl e for use for subsequent acquisitions).
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ENDNOTES

The risk of non-appropriation is greater in the case of |eases
for conputers and assets that rapidly becone obsolete.

Especially in these cases, the non-substitution clause should be
wor ded broadly to include both existing types of assets and newer
generations of simlar assets. See Joanne E. Pollak, "Security
Probl ens and Considerations in Tax-Exenpt Leases,” in C. Gegory
H. Eden and Kenneth W Bond, eds., Tax-Exenpt Mini ci pal Lease

Fi nanci ng (New York, N.Y.: Law Journal Semnars Press, Inc.
1980), at 561.

Revenue Ruling 55-540 (55-2 C.B. 39).

No action letter on behalf of First Minicipal Leasing

Cor poration, June 4, 1976; and no action letter on behal f of
Smith Barney, Harris-Upham & Conpany, |ncorporated, Novenber 11,
1976.

See California Comrercial Code Section 2101 et seq.

"Paynment snafu linked to Mass. downgrading,"” Gty and State (July
31, 1989), at 11.

In fact, a commttee of the State Bar of California evaluating
personal property secured transactions identified over 100

provi sions where unrecorded |iens can be inposed. Report of the
Uni f orm Commrer ci al Code Conmi ttee Regardi ng Legal Opinions and
Personal Property Secured Transactions, Business Law Section
State Bar of California (1986), at 23, n. 157.

See, e.g., US v. Fleet Factors Corp., 724 F.Supp. 955 (S.D. Ga.
1988), aff'd. (11th Gr. 1990); U.S. v. Mryland Bank & Trust
Co., 632 F.Supp. 573 (D. Mi. 1986); U.S. v. Mrabile, 15
Environ'l Law Rptr. 20994 (E.D. Pa. 1985) and Quidice et al. v.
BFG El ectropl ati ng and Manufacturing Co., Inc., 732 F. Supp. 556
(WD. Pa. 1989). State Street Bank in Boston recently settled a
case with the governnent respecting lender liability, but has
been sued in a private contribution action, Abcor Inc. v. State
Street Bank and Trust Conpany, C. A 88-1324-K (D. Mass. 9/21/88),
by other potentially responsible parties for recovery of clean-up
costs. But see Inre: Bergsoe Metals, 705 F.2d _ (9th Grr.
1990), a sal e-leaseback industrial devel opnment bond transaction
involving the Port of St. Helens, Oegon, where the 9th Grcuit
restricted lender liability by ruling that the nmere exi stence of
power to becone involved in managenent, absent exercise of
management rights, is insufficient for lender liability under
Superfund. See also Wall Street Journal (8/24/90), at Bl12, col

1

For tax purposes, any transfer to an investor of the right to
receive principal and interest is effective only if recorded in a
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10.

11.

12.

13.

regi stry maintai ned for such purposes by the | essee (or its
agent) or through a book-entry system

No action letter on behalf of First Minicipal Leasing
Cor poration, June 4, 1976; no action letter on behalf of Smth
Barney, Harris-Upham & Co., Inc., Novenber 11, 1976.

Not e, however, that acceptance is not generally necessary for
conmencenent of rent, unless acceptance is a condition specified
inthe lease, or local law requires the asset to be "avail abl e
for use."

Under Revenue Ruling 87-116 (1987-2 C. B. 44), if an obligation is
ultra vires (wthout authority or authorization by the | essee),
the interest will not be considered tax exenpt.

For notor vehicles and dependi ng upon the jurisdiction, the
preferred met hod of perfection is to note the | essor's interest
on the certificate of title.

A trustee acting pursuant to trust powers granted under federal
or state law is nore legally independent and | ess prone to
bankruptcy than an escrow agent. A trustee generally al so has
nore responsibilities than an escrow agent, particularly in an
event of default. The trustee typically acts as the
representative of the investors; the agent usually wll not,
which may help explain the difference in their respective annua
char ges.
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CHAPTER FI VE

ACCOUNTI NG FOR LEASES

The accounting standards under which tax-exenpt |eases are
treated are anot her source of guidance that define their structure.
The classification of |eases for accounting and financial reporting
purposes is set forth by the Governnmental Accounting Standards Board
(GASB) in various statenents and anendnents.

GASB is the standards-setting body for governnmental accounting
and, as a result, governnments whose financial records are mnaintai ned
in accordance with generally accepted accounting principles (GAAP)
nmust adhere to the GASB pronouncenents. GASB for its purposes, in
turn, relies on certain of the standards set forth by the Financia
Accounting Standards Board (FASB), the standards-setting body for
accounting and financial reporting in the private sector. In
California, governnents conformto GAAP (as applicabl e under GASB
pronouncenents) .

The primary standard for accounting for |eases by governmenta
bodi es appears in FASB Statenent 13, which has been endorsed by GASB
Under FASB Statenent 13, a lease is defined as "an agreenent to use
property, plant, or equipnent (land and/or depreciable assets) usually
for a stated period of tine." FASB Statenent 13 further divides
| eases into capital and operating |eases.

CAPI TAL LEASE

If a | ease nmeets one or nore of the following criteria, FASB
Statement 13 defines it as a capital |ease:

o] if ownership of the property is transferred to the | essee
by the end of the | ease term

o] if the | essee has an option to purchase the property at a
bargain price (typically $1.00);

o] if the | ease termequals 75 percent or nore of the usefu
life of the | eased asset; or

o] if the present value of the | ease paynents, including any
purchase price, equals at |east 90 percent of the fair
mar ket val ue of the property at the beginning of the |ease
term
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For a capital |ease, FASB Statenment 13 requires that the | essee
record the | eased property as its asset at the inception of the |ease
and record a corresponding liability at the sanme time. The book val ue
of the asset and liability should be equal to, and cal cul ated as, the
present value of the | essee's paynent obligations, excluding | essee
paynents for insurance, maintenance and taxes. The discount rate used
for present value calculations is to be determ ned by the | essee and
may be the interest rate charged in the | ease or another sustainable
rate.

A conparison of these FASB/ GASB rul es on capital |eases with the
requirenents of the Internal Revenue Service for conditional sale
treatnment that determ ne whether a lease is a tax-exenpt |ease (see
Chapter Four, "Tax Considerations") shows that a tax-exenpt |ease is
al ways a capital |lease. Theoretically, the reverse is not true. For
a |l ease to be tax-exenpt, the Internal Revenue Service requires that
interest be shown as a separate conmponent on the schedul e of |ease
paynents and ot her rules be satisfied. The accounting rules do not
require these distinctions. It would generally seeminconsistent for
a lessee to enter into a capital |ease without assuring the tax-exenpt
status for the corresponding | ower interest rate.

Under GASB direction, governnental |essees are to record a
capital outlay for the full fair market value of the | eased property
at the beginning of the lease. During the lease term both the
principal and interest portions of the | ease paynents should be
recorded as debt service expenditures, and the outstanding liability
for the | ease obligation should be reduced with each | ease paynment by
the portion of the | ease paynent attributable to principal. In
contrast, under many state statutes for debt purposes and not GAAP
| ease paynents in a non-appropriation or abatement |ease are recorded
as operating expenses.

It is these conflicting requirenents, that |ease paynents be
treated as debt for accounting, tax and credit anal ysis purposes, but
not for "debt limtation" purposes, that create nuch of the confusion
over accounting for tax-exenpt |eases.

OPERATI NG LEASE

Under FASB Statenment 13, if a lease is not a capital lease, it is
an operating |l ease, nuch like a true | ease as defined by the Interna
Revenue Service. The key characteristic of an operating |lease is the
conti nued ownership of the | eased property by the lessor. An
operating |l ease also usually has a termshorter than the asset's
useful life and the | ease paynents are treated as paynents of rent,
and not principal and interest.
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CHAPTER SI X

HOW LEASES ARE MARKETED

As al ready discussed, transaction structures influence who invests in a
| ease. How and why such investors are attracted to these financing
i nstruments depends |largely on how the | eases are market ed.

The term "marketed" as used in this chapter refers to the sale,
pl acenent, and/or transfer of a tax-exenpt |lease fromthe original |essor to
the ultimte investors. This process can be as sinple as a single assignnment
fromthe |l essor to one investor. |In contrast, it can be as conplex as an
assignnment by a lessor to a | ease broker, who assigns to a trustee, who
delivers certificates of participation in the |ease to an underwiter, for
sale to the ultimate investors. The chapter also discusses how the transfers
are made, the roles of the participants, and how they are conpensated. |t
concl udes by enunerating the key features of a | ease that influence its
mar ket abi lity.

Whet her marketing is classified as a private placenent or a public sale
depends upon the number and sophistication of the investors. Usually a
private placenent involves the sale of a tax-exenpt |ease to one or a very
limted number of institutional investors or high net worth ("qualified")

i ndi vi dual investors with know edge of the risks associated with such

i nvestments. Under SEC rul es and regul ations, the nunber of investors
general ly cannot exceed 35. Public sales usually involve transactions
offered to a |l arge nunber of investors in small denom nations (as snmall as
$5, 000), akin to the sale of municipal bonds.

VENDOR- FI NANCED LEASES

Many tax-exenpt |eases are created directly between a municipal |essee
and the vendor or manufacturer (acting as |lessor), who retains the | ease as
an investnment or receivable for its own account and, as such, is not
mar ket ed. A vendor/l essor makes its decision to retain (invest in) a tax-
exenpt | ease based upon its own econom ¢ and tax conditions. In general, the
| arger vendor/lessors with substantial asset bases are nore likely to be able
to carry tax-exenpt |eases as long-termreceivables. Such an arrangenent is
depicted in Figure 1 (see Chapter One). A commn form of vendor-financed and
retained lease is a full service |ease that includes both the financing of
t he equi pment and vendor-provi ded mai ntenance or other service. Frequently,
these | eases are pretained by vendor/| essors because the continuing service
requi renments (and the potential for interruption of |ease paynents from
failure of such services) may make these | eases non-financeable to third
parti es.

Alternatively, in sonme cases, the vendor/lessor nay have or may create
a captive finance conpany whose primary business purpose is to finance the
assets sold by its affiliates (e.g., IBMCredit Corporation). Sometinmes a
captive finance conpany outgrows the needs of its affiliates and al so invests
in |leases involving other manufacturers' products (e.g., Chrysler Credit
Corp.) and serves as a third-party |essor (as discussed below). In these



cases, the vendor's manufacturing unit acts only as the seller of the product
and does not participate in the |ease.

The docunentation for a | ease in which the vendor/|essor serves as
investor will be substantially simlar and as inclusive as if third-party
investors were participating. This is true because nost provisions of a tax-
exenpt | ease are required regardl ess of whether the vendor or a third party
is the investor. Those provisions which nmake a | ease | egal and tax-exenpt
are still necessary for the vendor's benefit.

Another sinmlarity between vendor-financed and third-party financed
| eases is that the vendor/lessor usually retains the right to assign the
lease in the future. A lessee's primary concern respecting the assignnent
provi sion should be to ensure continuing performance by the vendor of its
responsibilities, if the | essee requires future vendor performance. However,
flexibility to the vendor to assign the |lease may inprove its marketability
and lead to nore favorable interest rates for the lessee. Care in striking a
proper bal ance between service protection and cost should be an inportant
consideration to each | essee. The federal tax registration requirenents
di scussed in Chapter Three al so make assi gnnent notification necessary.

The foregoing is illustrated in the Mddel Lease-Purchase Agreement used
by the University of California. |In that agreenent, the | essor may assign
wi t hout the | essee's consent only if the assignment does not involve a public
sal e of the transaction. This provision gives the |essor sufficient
flexibility to freely assign in a private placenent, but protects the | essee
fromthe public use of its nane and credit unless it provides specific
approval .

THI RD- PARTY LEASES

Nunerically, in California as el sewhere, nost marketed tax- exenpt
| ease transactions are small transactions sold by the vendor either directly
to investors or to investors through | ease brokers who may act as the | essor
(see Figures 1 and 2 in Chapter One). The involvenent of the | ease broker in
the transaction gives rise to the term nology "third-party |ease." The
third-party | ease broker is typically a conpany that specializes in |ocating
i nvestors for tax-exenpt |ease transactions, usually small private conpanies
or special affiliates of |arger conmpanies. Historically, this group of
conmpani es has been the primary reason for the expansion of the tax-exenpt
| ease market and for its present |level of availability.

Starting in the early 1970s, third-party | ease brokers began to devel op
a market place for tax-exenpt |ease transactions. Prior to that tinme nany
governnments who did not wish to or could not use general obligation debt
either had to pay comrercial lease rates if they chose to | ease their
acquisitions or, for real property, were forced to use the formal revenue
bond route.

The third-party | ease brokerage i ndustry devel oped in response to the
vendor and | essee needs for nore flexible and conpetitive sources of
financing. The third-party | ease brokers, working in sone instances with
underwiters, educated potential investors, rating agencies and credit
enhancers as to the adequacy of the collateral for this formof financing.
They further denonstrated to these other participants that an obligation
subj ect to annual appropriation or abatenment (and not |egally considered
debt) had a place in the financial market. The success of their efforts has
resulted in the volunme of tax-exenpt |ease transactions seen today.



Lease brokers al so assi st vendors who have no active funding
capabilities. Many vendors either cannot or choose not to provide financing
for products they sell to municipal |essees. These vendors nmay only
tenporarily act as lessor and after execution of documentation and acceptance

of the asset by the lessee, will inmediately assign the |lease to an investor
or to another third party for further sale to investors. Oten, the vendor
wi |l arrange in advance for the third party to execute the docunents as

| essor and to fund the acquisition cost follow ng delivery and acceptance by
the Il essee. This latter formof transaction, outlined in Figure 2 (Chapter
One), is preferable froma marketing perspective because the | essor and the
vendor are then separate and distinct, and the | ease provisions concerning
di sclainers of warranty will have nore neaning and nay be nore enforceable.

PRI CI NG PRI VATELY PLACED LEASES

Regar dl ess of the scenario, these tax-exenpt |ease transactions usually
provide a single fixed rate of interest to calculate the |essee's renta
paynments. Therefore, to make a financing profit, the vendor/lessor (if it
sells the lease to an investor) or the third-party | essor nust place the
| ease at a premiumw th the ultimte investor. |In other words, the investor
pays a premum for the transaction by providing funds in excess of the
purchase price of the asset. These funds are retained by either the
vendor/|l essor or the third-party broker (or in sone cases shared) as
conpensation for their services and paynment of their expenses (such as the
tax opinion or the opinion of |essor's counsel.) Invariably, the repaynent
of these excess funds (sonetines called a spread) nust be protected in the
event of the early term nation (through prepaynent) of a |l ease. Therefore,

t he schedul e of concludi ng payments or purchase option prices provided in the
| ease usually will include a prepayment premumto anortize the excess anount
pai d or expected to be paid by investors. Oten this premumis included

wi t hout a specific reference to prepaynent penalty noted anywhere in the

| ease. (See the exanple of transaction pricing bel ow)

G ven the paraneters of npbst |ease transactions and contenporary narket
conditions, pricing of a snall tax-exenpt |lease is an art, not a science.
Accordingly, a concludi ng paynent schedule may reflect the expected
investor's yield rate which could differ fromthe actual rate at which a
transaction is sold. This is frequently true when a transaction is bid
significantly before the assets are accepted and placement of the |ease with
the investor(s) occurs. Where these circunstances are expected and, assumni ng
the | essor cannot obtain a fixed funding coonmitnent from an investor, the
lessor will usually build a sufficient cushion into its interest rate and
concl udi ng paynment schedule to cover the interest rate risk until funding and
to protect the marketability of the lease. Alternatively, the |essor may
propose a | ease rate based on an index that will float until funding and then
be fixed. In this event, the "cushion" to cover interest rate risk wll
probably be reduced or elim nated.

The pricing structure described above may al so apply to bifurcated bids
where a governmental | essee separately selects the vendor and the | essor
VWhen this is done, direct investors/lessors or |ease brokers will submt
proposals to finance the | essee's chosen assets. Such circunstances are npst
conmon in transactions of substantial size, but |less often where the
government al | essee has decided a private negotiated transaction is preferred
over the nore conplex route of a conpetitive sale of certificates of
partici pation.



A Sanple Pricing

The pricing of a transaction is denonstrated by the foll ow ng
di scussion. In March 1990, a large | essee requested proposals from
prospective |l essors or brokers for the tax-exenpt |ease of $2,700,000 for
vehicles and conputers. The bidders were to propose ten | evel paynents due
sem -annual ly on Decenber 30 and June 30 of each fiscal year. The paynents
were to be in equal anpunts even though the | ease was to comence May 1,
1990. Therefore, the first payment would cover an eight-nonth period and the
remai ni ng ni ne paynents woul d each cover a six-nmonth period. (This is just
one of nunerous possible variations to be faced in pricing tax-exenpt |ease
transactions.)

A | ease broker who was to act as |essor negotiated with a single
institutional investor to provide funds at an interest rate of 7.60 percent.
The | ease broker then added a fee of $13,500 (1/2 of 1 percent of asset cost)
to provide a profit margin and pay for |essor's counsel fees (the only
expense the broker agreed to cover.) The resulting bid consisted of the
following principal, interest (at an effective interest rate to the | essee of
7.88112 percent) and a concl udi ng paynment schedul e:

Concl udi ng
Paynment Pri nci pal | nt erest Paynment

335, 269. 39 195, 083. 15 140, 186. 24 2,515,714.61
335, 269. 39 237,726. 37 97, 543. 02 2,276,042. 38
335, 269. 39 246, 983. 58 88, 285. 81 2,027, 262. 60
335, 269. 39 256, 601. 28 78, 668. 11 1,769, 029. 18
335, 269. 39 266, 593. 49 68, 675. 60 1, 500, 982. 90
335, 269. 39 276,974. 81 58, 294. 58 1, 222, 750. 86
335, 269. 39 287, 760. 38 47, 509. 01 933, 946. 01
335, 269. 39 298, 965. 95 36, 303. 44 634, 166. 56
335, 269. 39 310, 607. 87 24,661. 52 322, 995. 50
335, 269. 39 322, 703. 13 12, 566. 26 1.00

Not e that the concludi ng paynent, although declining, did not reflect a sem -
annual reduction equal to the principal paynent as m ght be expected. This

i s because the concludi ng paynent schedule was, in fact, based upon a
principal and interest schedul e designed to return the $2,713,500 (the asset
cost plus broker fee) actually invested by the institution.

The investnent anortization schedule, as seen by the investor, is
different fromthe schedul e above that is seen by the | essee. Based upon an
interest rate of 7.60 percent and principal of $2,713,500, the investor
anmortization schedule is:
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Paynment Pri nci pal | nt er est Bal ance

2, 713,500. 00
335, 269. 39 197, 785. 39 137, 484. 00 2,515,714.61
335, 269. 39 239, 672. 23 95, 597. 16 2,276,042. 38
335, 269. 39 248,779.78 86, 489. 61 2,027, 262. 60
335, 269. 39 258, 233. 41 77,035. 98 1,769, 029. 18
335, 269. 39 268, 046. 28 67,223.11 1, 500, 982. 90
335, 269. 39 278, 232.04 57,037.35 1,222, 750. 86
335, 269. 39 288, 804. 86 46, 464. 53 933, 946. 01
335, 269. 39 299, 799. 44 35, 489. 95 634, 166. 56
335, 269. 39 311, 171. 06 24,098. 33 322, 995. 50
335, 269. 39 322, 995. 50 12,273. 89 (0.00)

In this schedule, the bal ance colum corresponds to and is the source for the
concl udi ng paynent shown on the previous schedul e.

Lease brokers often provide nore services than stated in this exanple
and frequently charge fees in excess of one percent. These additiona
services mght include specific advice on the structuring and docunentati on
of a lease, participation in asset purchase contracts with vendors, and/or
advice on timng to benefit from positive market conditions. Because the
time involved in conpleting a transaction is conparabl e regardl ess of the
anmount financed, in general, the smaller the dollar anpbunt of a transaction,
the larger the percentage of prem um necessary to provide a reasonable
m ni nrum conpensation to the | ease broker

Lessee Expenses

In addition to the broker's or lessor's fees and any transaction
expenses incorporated into the | ease paynment structure, |essees often incur
di rect expenses which affect the overall cost of the transaction
Frequently, the inpact of these expenses -- such as |egal fees, printing,
adm nistrative costs, rating costs, trustee fees, etc. -- is ignored hy
governnental |essees. To determine the true cost of a transaction, a
governnental | essee should calculate the interest rate at which the present
val ue of all paynments (both out-of-pocket expenses and | ease paynments) equals
the cost of the asset financed.

By way of exanple, assunme a city is acquiring, through |ease purchase,
$1, 000, 000 of conputers and that a | essor has proposed a | ease structure
providing for 10 equal |ease paynents (sem -annual in arrears) of $123,291
At this rate of paynent, the city's effective |lease rate is 8 percent.
Assuming the city is paying $25,500 for upfront expenses upon funding of the
transaction in addition to making the ten sem -annual | ease paynents noted
above, the city's true cost of nmoney is 9.04 percent, the interest rate at
whi ch the present value of all city payments equals the cost of the asset
acqui red.
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CERTI FI CATES OF PARTI Cl PATI ON

Havi ng di scussed the marketing of smaller to mediumsized transactions,
it is appropriate to address the marketing of |arge transactions suitable for
sale of certificates of participation (see Figures 3 and 4 in Chapter One).
COP transactions, sold in a fashion simlar to traditional bonds, may be

structured by either the | essor or the lessee. |[If structured by the |essor
(who woul d be considered a | ease broker even if a vendor), the pricing
presented to the I essee will be identical to that described above. That is,
the | essee generally will be quoted an all inclusive tax-exenpt |ease
interest rate and may be unaware of the underlying expenses and profit. 1In a
COP transaction, the lessor will generally incur greater expenses than in a

privately placed transaction including costs for: preparing disclosure

mat eri al s, nore extensive legal work, a rating, the credit enhancenent, if
any, and/or hiring a trustee or escrow agent. Therefore, the spread or
premiumto be paid by investors could be larger than in the privately placed
transaction descri bed above. The | essee should again be cognizant of the

di fference between the principal paynments specified in the paynent schedul e
and the correspondi ng decline in the concludi ng paynent due upon early
termnation. This difference will reflect the expenses included in the |ease
structure.

Frequently, with large COP transactions (particularly when

conpetitively bid), the lessee will hire a financial advisor and specia
counsel (each famliar with such matters) who sonetines will be assisted by
an underwiter. This teamw |l assenble the parties to the transaction

draft docunents and offering materials and hel p structure the tax-exenpt
| ease and resulting COPs.

In this scenario, the principal anmount of COPs offered for sale will
usually include all of the costs necessary to structure the transaction
(e.g., fees for the | ease broker or underwiter, financial advisor, bond,
underwiter's and |l essor's counsel, ratings and credit enhancenents, and
trustee's expenses). These anpunts as well as the ampunts provided for asset
acquisition and, if necessary, to fund a debt service reserve fund are
enunerated in a Source and Uses of Funds Table included in the offering
mat eri al which provides all parties with a clear picture of all cost el enents
of a transaction. It also conbines all financial requirenents (asset costs,
reserves, and expenses) to arrive at the total anopunt of COPs sold.

To compare the true interest cost of a COP that includes all expenses
with the privately placed | ease outlined in the sanple pricing above, a
| essee shoul d deduct the costs fromthe anmount financed and conpute an
interest rate at which the present value of all rental paynents will equa
the purchase price of the assets financed. |In general, for a |ease with
mont hly paynents in arrears, for each 1 percent of principal that represents
costs, the interest rate will increase by .67 percent for a 3-year
anortization, .42 percent for a 5-year anortization, and .345 percent for a
7-year anortization.

In contrast to a privately placed |lease, in a | essee- structured COP

transaction, the concludi ng paynment schedule will |ikew se anortize the costs
but they will usually decline in direct relationship to the renmining

out standi ng principal balance of the COPs, since all costs are capitalized in
the initial principal. The interest rate on the COPs is, therefore, the

interest rate for the financing since it includes all costs.

COP transactions are usually designed for public distribution and sale
to many investors and, therefore, are described in an official statenent



simlar to that used for the sale of nunicipal bonds. The pricing of such
transacti ons can be negoti ated between the | essee and the underwiter (or

| ease broker) or the pricing can be determ ned by soliciting sealed bids in a
conpetitive sale from anong nunerous underwiters with award to the bidder
providing the lowest interest rate. |If the conpetitive sale format is
chosen, the lessee, its financial advisor and special counsel wll cooperate
in drafting the docunents for the transaction and in preparing the
prelimnary official statement and notice of conpetitive sale. The financia
advi sor may al so assist in rating agency presentations; marketing the
transacti on anong prospective bidders; analyzing the bids received; ensuring
adequat e di scl osure docunentation for the securities conmunity; and cl osing
t he transacti on.

MASTER LEASES AND LEASE POCLS

The mpjority of tax-exenpt |eases have involved the financing of one
asset or one project or a group of simlar assets (e.g., vehicles, conputers)
for one lessee. |In contrast, certain financing structures group multiple
assets of one or nore |essee into single financings. These are commonly
call ed naster | eases or |ease pools and are typically structured and sold as
publicly offered COPs. A master |ease usually groups the different equipnent
needs of a single lessee to achieve the econony of scale of a |large
transaction. For exanple, various states structure annual master |eases to
acquire equi pnent needed by all state departnents so that a single
transaction may include vehicles, conputers, furniture, teleconmunication and
of fice equiprment, within a single | ease docunent.

On the other hand, | essees may group their needs in a pool to achieve
| arger vol unes and econom es of scale, with each | essee executing a separate
| ease- purchase agreenment. Pools are usually sponsored among | essees with
simlar interests. For exanple, the California School Boards Association and
the Associ ation of Bay Area Governments, anong others, have sponsored severa
pool s that have conbi ned the needs of nunerous districts into |arger
transactions.

The master |lease is marketed in a manner sinilar to other COPs --
either negotiated with an underwiter or conpetitively sold. In contrast,
| ease pools are nore commonly negotiated since they involve specia
coordi nati on anong the various | essees and, therefore, the tinmng of a
transaction is less certain.

MARKETABI LI TY FACTORS

In all the |lease structures discussed, the actual interest rate charged
to the | essee, whether in a private or public sale, will be influenced
principally by general financial marketplace considerations and secondly by
factors unique to the particul ar tax-exenpt |ease. Sone of the unique
factors that affect the marketability of a | ease are:

Legal ity

As discussed in Chapter Four, forenpbst in inportance to investors is a
satisfactory legal opinion stating, at a minimum that the | essee has the
authority to enter into the | ease, has properly exercised that authority, and
that the lease is a valid and binding obligation of the | essee, enforceable
in accordance with its terns, even if paynment is subject to non-appropriation
or abatenent.



Credi twort hi ness of the Lessee

As in all financial transactions, the financial strength of a | essee

(or lack thereof) will have great influence on the interest rate at which a
| ease can be marketed, if it can be marketed at all. Simlarly, better-known
| essees, such as state governments, will be nore famliar to investors,

thereby permitting a broader investor market fromwhich to seek investnents.
Lessees with unacceptable or unknown credit standing often turn to some form
of credit enhancement to inprove the marketability of their |eases. (See
Chapter Seven for a discussion of the effects and nmethods of credit
enhancenent .)

Essentiality

Due to the non-appropriation concerns, many investors will shy away
fromtransactions that they perceive involve assets that may have m ni ma
i mportance to the issuer. Chief anpbng such assets would be those used in
entertai nnent enterprises (e.g., ski lifts or golf courses) or those to be
used for a special programwith limted |ife or Iimted fundi ng sources.
Rating agencies and credit enhancers al so consider the essential nature of
the assets to be financed.

Asset's Recoverabl e Val ue

Some investors are selective in the ampunt of assets |eased where, in
the event of non-appropriation or default, recovery of substantial value may
be difficult. Such assets may include (1) conputer software unless
constituting operating systens for hardware which is also being financed
under the | ease, (2) telephone installations involving substantial interna
wi ring which cannot be renpved wi thout damage to the facility in which it is
| ocated, or (3) centrex or |ong distance tel ephone service not under direct
control of the lessee. Sinmlarly, assets with |inmted residual value due to
their custom design -- such as an energy conservati on system designed for a
particular building -- may not be easily financed.

Non- Appropri ati on and Abat enent

Qbvi ously, investors expect a return comrensurate with their actual or
percei ved risks. Accordingly, |eases subject to non-appropriation or
abat enent and not protected by credit enhancenent and/or rental interruption
i nsurance will bear higher interest rates than general obligation debt or
enhanced | eases of the sane nunicipality. Interestingly, the financia
mar ket has cone to accept the non-appropriation | ease with no other credit
support and assesses an interest rate premiumas small as 1/4 of one percent
for publicly offered COPs transactions. Abatenment |eases without renta
interruption insurance are |l ess widely accepted and will conmand hi gher
interest rate preni uns.

Lease Term

The termof a |ease affects its marketability in tw ways. First, and
nost inportant, the termof the |ease nmust not exceed the useful life of the
assets financed. Second, certain investors prefer specific financing
periods. Presently, a |large nunber of investors appear to prefer shorter-
termtransactions to avoid risks of future inflation. Therefore, there may
be fewer investors for longer-termtransacti ons and accordingly interest
rates are affected.



Assi gnnent

The opportunity to assign a | ease contributes significantly to its
mar ketability. Subject to tax |aw considerations, assignnent wthout |essee
consent (although | essee acknow edgenment may be required) at any time and for
any reason gives the Ilessor total flexibility in the event of a change in its

econom c ability or willingness to carry tax-exenpt |ease investnents, or in
the event a change in tax |aw mght disallow the favorable tax treatnent of
these transacti ons. Flexibility to assign the | ease enhances its possible

mar keti ng; therefore, such a provision should | ead to nore favorable interest
rates for the lessee. As already discussed, the | essee should consider the
assignment provision in |ight of the economic benefit to a lessor's ability
to assign coupled with the | essee's need to control "securities" bearing its
name.

CONCLUSI ON

In summary, tax-exenpt |eases are marketed to investors on the basis of
the demands and circunmstances of each transaction. Prinmary anong these are
transaction size, asset essentiality, the extent to which a | essee permits
distribution of the transaction, the creditworthi ness of the | essee, and
| ease docunent ati on.



CHAPTER SEVEN

Credit Analysis and Credit Enhancenents



CHAPTER SEVEN

CREDI T RATINGS AND CREDI T ANALYSI S

Credit ratings and credit analysis can be viewed fromtwo
di fferent perspectives when discussing tax-exenpt |easing. First, the

credit rating agencies -- the primary ones being Standard & Poor's
Corporation ("S&"), Mody's Investors Service ("Mody's") and Fitch
Investors Service ("Fitch") -- consider |eases as obligations, akin to

debt, even if treated as current obligations for state debt
l[imtations. Second, the rating agencies, having becone nore famliar
with tax-exenpt | eases, nowrate the | eases for both public and
private placenments. Therefore, some informal guidelines exist on
structuring a lease for rating purposes and, as a result of the
rating, selling it to investors advantageously.

Because rati ng agenci es expect |essees to maintain financial
reports and accounting records in accordance with GAAP (discussed in
Chapter Five, "Accounting for Leases"), the |eases should be
consi dered as debt, even if they contain non-appropriation or
abat ement provisions. Therefore, the rating agencies factor |ease
payment obligations into the debt ratios they use for determning a
governnent's general obligation credit rating. Mre precisely, when
calcul ating total debt outstanding, debt per capita divided by per
capi ta personal income, debt as a percent of assessed val uation
out standi ng debt relative to debt ceilings and debt service as a
percent of general fund expenditures, the credit analysts include all
out st andi ng t ax- exenpt | ease paynent obligations of the | essee for
whi ch they have or can obtain data, in addition to the | essee's
general obligation debt.

RATI NGS FOR LEASES

Nurrerical ly, nost |eases are for small dollar ambunts and are not
rated. However, the highest dollar volune of |eases originates with
large certificate of participation transactions that are rated.
Standard & Poor's estimates that the total of state and | ocal

governnent tax-exenpt |eases approached $8 billion in 1989. O that
total, $3.4 billion were rated by S& and sold publicly w thout any
credit enhancenents. Mst of the balance of $4.6 billion was for

credit-enhanced | eases. The 1989 volune of $3.4 billion S&P-rated
| eases conpares to $3.6 billion in 1988 and $2.7 billion in 1987.*

According to S&P, California continued to dom nate the nmarket for
rat ed, unenhanced tax-exenpt |ease obligations in 1989 and accounted
for over one-third of the dollar volunme ($1.214 billion of the tota
of $3.4 billion) and over one-half (52% of issues rated. Q her
states with high dollar volunes include Chio and New York.?
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Moody's, which may rate sonme of the sane | eases as S&P but al so
rates sone not rated by S&P, reports that in 1989 it rated al nost 250
| eases for a total dollar volunme in excess of $8 billion (this
i ncl udes | ease revenue bonds, which are not incorporated in the S&P
figures). O the total of 1,505 outstanding rated | eases, Mody's
attributes 486, or nearly one-third, to California governnents.?

In the | ast several years, the scope of projects being financed
t hrough t ax-exenpt | eases has broadened to include prisons, office
bui | dings, transportation facilities and nental health facilities.
While the majority of |eases (by dollar volune) has been for rea
property projects, S& notes that over one-third are secured, in whole
or in part, by equipnent.

Si nce tax-exenpt |eases are not general obligations of the |essee
and are subject to non-appropriation or abatenment, an unenhanced | ease
will usually be rated | ower than the | essee's general obligation
rating. S&P and Moody's currently indicate that a rating for a non-
appropriation lease will tend to be a full grade | ower than the
governnment's general obligation rating, assumng their criteria have
been met. Fitch, on the other hand, considers the essentiality of the
project and may not rate it a full step lower. The ratings on
abatenment |eases, if they provide rental interruption insurance, are
generally less than one full category bel ow the general obligation
debt rating, because of the decreased risk attributed to these
transacti ons.

Because of the high volune of |ease transactions in California,
the rating agencies are famliar and confortable with many of the
features and risks -- such as abatenent or non-appropriations --
common to leases in the state. 1In evaluating California (abatenent)
| eases, the analysts | ook for investor protections in the form of
rental interruption insurance, casualty and title insurance, adequate
capitalized interest, performance bonds and builder's risk insurance
during construction. These are in addition to reserve funds which may
cushion the initial inpact of any defaults.

Credit Criteria

The | ease credit analysis will focus on the likelihood of non-

appropriation or abatement and will evaluate the essentiality and need
of the asset and the |lease term (to ensure it does not exceed the
asset's useful life). 1In addition, the history of leasing in the

jurisdiction and the equity participation by the | essee in the | ease
(i ndi cated by a downpaynent or other type of investnent) are factored
into the anal ysis.

In jurisdictions where, because of constitutional or statutory
limtations, |eases nmay be the only financing option, they may receive
nore favorable ratings (e.g., Kansas, Kentucky, |ndiana, Col orado,
| daho and South Dakota).* For |eases where the commencenent of rentals
depends upon successful conpletion or acceptance of the property, the
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rating is "provisional." For a nmaster |ease, S&P sonetines requires
that acceptance and the effective date of | ease paynents be tied to
recei pt of the major |ease conponent.

Paynent processes are an inportant consideration when | eases are
evaluated. Particularly for statew de nmaster | ease prograns where
nuner ous operating departnments may be involved, a centralized
appropriations process hel ps assure the tinmely paynent of obligations.
This averts problens with inconsistent bookkeepi ng anong the | ocal
districts and the potential for mssed or |ate paynents that may cause
t he downgradi ng of the |essee.?®

In general, the rating agencies prefer reserve funds, which
shoul d equal the maxi rum annual debt service. |If the arbitrage
[imtations inposed by the 1986 Tax Act, discussed in Chapter Three in
"Federal Law Considerations - Taxes", conflict with this requirenent,
the | essee may be required to fund the balance fromits own reserves
or through a surety bond. For large certificate of participation
transactions, the rating agencies usually have all owed the reserve
requirenent to be limted to the maxi mum anmount permtted under the
Internal Revenue Code. The reserve requirenment applies equally to
bot h non-appropriati on and abatenent | eases.

When reviewing a | ease, other factors which nmay be considered by
the rating agencies are:

o] the | ease termand the termof the issue are the same which
avoi ds exposure on renegotiation; if state |aw requires
annual renewal, it should be automati c;

o] the issue should fully fund the project being financed and

avoi d the unknowns of future access to the markets to
finance a project under construction

o] in an abatenent | ease or a | ease secured by project
revenues, interest should be capitalized beyond the
acceptance date so that delivery/construction del ays can be

cover ed;
o] the | essee nmust unconditionally agree to nmake rental or
pur chase-opti on paynents as stipulated -- a typical hell-

or-high water clause will suffice but the | ease shoul d
clearly state that "notw t hstandi ng any other provisions to
the contrary, |lease rental paynents are triple net and not
subj ect to counterclaimor offset”;

o] the | ease should be triple-net and insurance coverage
shoul d at | east equal the concludi ng paynent;

0 the | essee agrees to request appropriations for |ease
paynments in its annual budget;
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o] in the event of a non-appropriation, the | essee agrees to
make the specified purchase option paynment or to return the
asset to the lessor at its own expense;

0 in abatenent |eases, the | essee maintains rental
interruption insurance, and special hazards insurance
coverage may be required for risks such as earthquakes;

o] a security interest in the | eased asset should be provided
with the right of the I essor or its assignee to take
possession of the | eased asset should the | essee default or
non- appropri at e;

o] potential taxability exposure to the investors should be
addr essed; and

o] t here shoul d be non-substitution | anguage.

CREDI T ENHANCEMENTS FOR TAX- EXEMPT LEASES

The credit quality of |ease transactions and the subsequent
interest rate to a lessee are in direct correlation to one another.
An investor evaluating a |l essee with a high credit quality wll
generally accept a lower interest rate than it would for a | essee with
a lower rating.

The determ nation of credit quality cones fromseveral different
sources. As already discussed, the credit rating agencies provide the
primary eval uati on upon which many investors base their investnent
decisions. |In addition to these agencies, sone underwiters and
institutional investors usually conduct their own credit anal yses to
determine if they will purchase a transaction and at what price.

In addition to these groups, when a credit enhancenent is sought,
t he enhancers will conduct their own credit and risk analysis to
determne their interest in and the cost of any credit enhancenent.
Wil e the basic anal ysis of the enhancers is simlar to that of the
rati ng agencies, the purpose is different. The credit rating agencies
provide ratings to help investors evaluate investnent risk. The
enhancers, on the other hand, take a financial risk in the transaction
ei ther by guaranteeing it against non-appropriation or abatenment or by
providing liquidity in the case of variable rate transactions with
"put” options which allow the investor to sell back its certificates
to the lessee. The letter of credit assures investors that noney wl |
be avail able to honor the put.

Credit enhancenent is used to inprove the creditworthiness (and
marketability) of the lease, its marketability and concomtantly to
obtain a lower interest rate for the | essee. Because the enhancer is
the ultimate obligor in the event of default by the issuer, the rating
agencies will provide a high credit rating based partly on the credit
enhancer -- typically AAA -- to the |ease transaction. The cost of
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enhancenent depends on the type used and may be paid as a one-tine
premum nornally assessed for |ease insurance or a system of annual
fees, common to letters of credit. Since the cost may be significant,
enhancenent generally will be sought only if its cost is nore than

of fset by interest rate savings.

Credit enhancenents are usually arranged by the | ease broker or
underwriter, but are typically paid for by the | essee or |essor,
depending on the structure. In a COP transaction, all costs including
that for the enhancenent will be reflected in the financing. |If the
enhancenent is provided by a letter of credit, the | essee will
generally pay the admnistrative fee and the first annual prem um at
the tinme of closing fromtransaction proceeds. Future |letter of
credit premuns nmust be paid directly by the | essee to the financial
institution. |If the enhancenent is provided by an insurance policy,
the | essee generally will pay a one-tine premum equal to a
percentage of the total projected principal and interest due during
the full termof the |ease. The premumtypically is paid from
transaction proceeds before paynents are nade to the vendors or
trustee. In this case, on- going | essee involvenent is mnimal; this
contrasts to a letter of credit scenario which requires continuing
| essee invol verrent through annual paynents.

The decision to obtain a credit enhancenent is usually rmade when
the | ease broker or underwiter is structuring the transaction and
evaluating its marketing and marketability. Arrangenents for the
enhancenent may be nmade well in advance of the sale or placenent of
the | ease. However, in sone instances, the enhancenent is not sought
until shortly before the closing. This latter circunstance could
arise if the broker or investor initially evaluates the |ease's
marketability inaccurately and | ater requires the enhancenent to
attract investors. However, the timng of the decision of when to
enhance nust be coordi nated with disclosure requirements of the SEC s
Rul e 15c2-12.

An enhancenent is purchased when the interest savings offset its
cost. Since an enhanced lease will usually have an interest rate
conparable to an AA-rated general obligation bond, the enhancenent
cost nust be cal cul ated against the |ease pricing wthout enhancenent.
In general, a | ease wi thout enhancenent will be priced at | east one
notch below that of the | essee's general obligation bonds (i.e., if a
lessee's GO rating is AA its |lease would be priced at A rates). To
defray the cost of enhancenent, the credit quality of the |ease nust
be increased to justify the purchase. Therefore, credit enhancenent
is usually purchased only by |essees with credit ratings of A or
bel ow.

Prior to conmtting to provide enhancenent, the enhancing party
will conduct a credit analysis simlar to that of the credit rating
agenci es. Enhancers eval uate the transaction by anal yzi ng:

o] the overall creditworthiness of the | essee, the asset
itself (nost enhancers prefer to protect real property
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| eases or real property |leases with sonme and equi prent
i ncl uded, although occasionally a | ease solely for
equi prent wi Il be enhanced),

o] the essentiality of the asset, the construction risk
(particularly in an abatenent |ease where a | essee can
abate | ease paynents if it does not have access to and use
of an unconpl et ed project),

o] the | ease term (not to exceed the useful life of the
asset),

o] the property and casualty insurance for the asset, and

o i n abatenent | eases, rental interruption insurance.

Addi tionally, nost enhancers will require that a debt service

reserve fund be established to act as a buffer before the enhancenent
is accessed. For construction projects, the enhancers may require a
performance or construction bond to ensure satisfactory conpl etion of
construction

For these reasons, a credit enhancenent may require on-going
costs in addition to the premium These include the expense of a
reserve fund, if required, and legal and trustee fees, and in certain
i nstances, counsel for the enhancer. Since credit enhanced
transactions al nost always are rated, any costs for the rating nust
al so be factored into the structure.

Enhancenent prem uns are usually priced as a percent of the tota
principal and interest obligations guaranteed. The principal would
i ncl ude asset cost, expenses, reserve fund, etc. In a COP
transaction, the anount guaranteed is the principal anmount of the
certificates issued since the costs are included in the principal.
Wiile it is difficult to generalize, |ease guarantees or insurance
generally cost 35 to 60 basis points (.35%to .60% of the tota
antici pated debt service. Letters of credit, on the other hand, have
both a one tinme fee and an annual fee that usually is |less than 50
basis points (.50% of the annual outstanding principal.

Credit Enhancement Providers

The majority of credit enhancenments are provided by two types of
organi zations -- insurance conpani es and commerci al banks. \Were
i nsurance conpani es are involved, the enhancement will be in the form
of an insurance policy or surety bond protecting investors agai nst
non- paynment of | ease rents, including non-paynent caused by non-
appropriation or abatenent. On the other hand, if a bank is involved,
t he enhancenment is in the formof a letter of credit (LOC) that
guar ant ees agai nst all nonpaynent risks. A bank letter of credit may
al so enhance liquidity to a | ease with put options normally associ at ed
with variable interest rates. Since |eases with these features may
require | essees to maintain contingent funding for unantici pated
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paynments, a liquidity letter of credit assures investors that the
| essee's obligations will be net.

The list of specific providers of credit enhancenents varies with
changes in the financial and insurance industries. For instance, when
non- appropriation insurance first becane widely available in the early
1980s, several individual insurance conpanies tended to be interested
only in short-term (five to seven years) equi pment |eases. However
due to their strict underwiting criteria, these early | ease insurers
were "irregular" providers of enhancenents.

Over tine, nore insurers became willing to enhance | eases and for
| onger terns of up to 20 to 30 years for real estate. As the credit
enhancenent insurance industry evolved, participants have tended to be
speci al i zed conpani es owned by financial institutions and ot her
property and casualty insurers (i.e., MBIA, FG C, AMBAC, Capital
Quaranty, etc.)

As with insurers, the comercial banks active in this area have
al so changed. Through the m d-1980s, donestic banks provided letters
of credit for tax-exenpt |eases and bonds, but Japanese and ot her
foreign financial institutions now predom nate. Due to differing
regul atory and capital criteria, foreign banks have been able to price
their letters of credit bel ow domestic banks, and the w llingness of
the foreign banks to provi de enhancenents at reasonabl e rates has
allowed for the continuation of these structures.

Credit Enhancement Renewal s

As already discussed, a letter of credit is paid for by the
| essee with annual premuns in addition to an upfront adm nistrative
fee. The letter of credit usually is issued for a period | ess than
the full lease termbut for a maxinumfive- to seven-year period. |If
renewal is requested, the bank will conduct a new anal ysis of the
transacti on before renewi ng the LCC

The renewal process can be conplicated and nay require interim
negotiations prior to the expiration of the LOC. Mst LOCs are
witten with an "evergreen"” provision that gives a | essee an
indication as to whether the LOC will be renewed. For exanple, if a
bank provides a seven-year LOC, after the first two years, the | essee
can renegotiate for another two years. |If the renegotiation is
unsuccessful, the | essee has five years to | ocate another bank. If no
ot her bank is found, the original LOC bank will buy the |ease fromthe
original investor(s) but will charge the |essee a high interest rate
prem um

Renewal can al so beconme conplicated, for exanple, where the |ease
structure permts the | essee to change fromvariable rate interest to
fixed rate at the renewal date. Since sonme financial institutions
wi Il not accept the risk of "guaranteeing" fixed rate obligations, the
| essee may find itself in need of a new LOC bank if it opts to fix the
| ease rate.
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ENDNOTES

See Credit Review Minicipal Leases (New York, NY: Standard &
Poor's, March 1989).

Id.

See Mbody's Municipal Issues, #1 (March 1989).

"State Financing Through Lease Rental Bonds and Certificates of
Participation," p. 6, Mody's Minicipal |ssues, (March 1989).

See e.g., "Paynent snafu linked to Mass. downgrading,"” Gty and
State (July 31, 1989), at 11.
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PART TWO

CASE STUD ES




LEASI NG I N CALI FORNI A

CASE STUDI ES

Leasing is one of the primary financing instrunents sel ected by
state and local officials in California. As already discussed,
California | ease transactions nake up al nost 50 percent of the vol une
of tax-exenpt |eases rated in recent years by Standard & Poor's and
Moody's. However, the nunmber of non- rated | eases, usually those that
are privately placed with single investors, is also |arge but unknown.
These latter transactions finance all types of assets from equi pment
to real property and tend to be for less than $5 mllion. They al so
may be financed either conpetitively or on a negotiated basis, and may
be short (five years or less) or long-termarrangenents. The
potential nunber of |essees is vast and each vendor or contractor is a
potential financing source. Add to this the |large nunber of |ease
brokers and the nunber of third-party financing sources (such as
commer ci al banks) and the real nunber of potential participants in
t ax- exenpt | eases is significant.

To illustrate this diversity, this part presents ten case studies
of leases in the state. The nanes have been del eted and in nost
cases, the |l eases were structured and financed within the | ast severa
years. The cases range fromrelatively straight- forward private
pl acenents of real and personal property |eases to certificate of
participation transactions for real property. Sonme of the
transacti ons contai ned abatenment provisions while others relied on
non- appropriation | anguage to avoid characterization as debt.

O her vari abl es anong the case studies include the types of
| essees, | essors and investors, rated and unrated, and enhanced or
unenhanced. As the follow ng commentary highlights, at |east one
could not be structured under current federal tax laws. It was
sel ected for several reasons: to show how broadly | eases have been
used over the last ten years in California and, because of the
bankruptcy of the main participant to the transaction, to illustrate
the issues which may arise after the | essee has defaulted on the
certificates.

The sel ections incl ude:

No. 1: A Third-Party Financed Lease

No. 2: A Privately Placed Third-Party Fi nanced
Lease with Assignnent by Lease Broker

No. 3: A Third-Party Lease that is Advance
Funded

No. 4. A Third-Party Financed Lease Line of
Credit

No.

5: Certificates of Participation through a
Lease Pool Program
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No. 6: Certificates of Participation for Real
Property (Enhanced)

No. 7: Certificates of Participation with
Subl ease- Purchase Agreenment to Facility
Qper at or

No. 8: An Agreenent to Finance Ten Years of
Tel econmuni cati ons Servi ce

No. 9: A Tax-Exenpt Lease Fi nanci ng Acquired
wi t h Equi pment Procurement wth
Provision for Public Distribution of
Certificates of Participation

No. 10: A Lease Financed by a Captive Credit
Cor por ati on

The case studies are presented in two ways. First, two-to- four
page outlines are provided. These include three sections:

o] GENERAL | NFORVATI ON, which reviews the type of transaction, the
partici pants, and the marketing approach;

o] TRANSACTI ON STRUCTURE, which reviews specific information as to
the asset, the financing term paynent frequency and anount,
enhancenent, and rating; and

o] DOCUMENTATI ON, which identifies the nanme of the primary | ease
agreenment and its basic terns and conditions; this section also
identifies other docunments, attachments and exhibits.

The second net hod of presentation for each case study includes a nore
detailed summary of the transaction. Each of these reflects
information specific to the transaction it revi ews.

The case studies were prepared after review ng the docunents of
each transaction. |In sone cases, not all of the docunents were
avai l abl e for analysis and inquiries were made to individuals involved
in the transaction for additional information. Since the purpose of
the case studies is to understand how | eases are structured and
financed (and not to divul ge how specific | essees structured their
financi ngs), all names have been del eted and internal |essee issues
(such as the | ease vs. purchase decision) are not highlighted, to
avoi d di sclosure of confidential information. Rather, the parties are
identified by the type of organization they represent. |In fact, in
soliciting case study transactions, the consultants prom sed anonymty
and, as a result, many docunents subm tted contai ned no nanes.
Therefore, the sane level of information is not avail able for each
exanple. In only Case Study No. 9 were the bids of all vendors
revi ewed.

One trait anmong all of the case studies is apparent: that despite
the variety of docunents, terms, and conditions, the transactions all
acconpl i sh the sane purpose -- obtaining, through |ease financing,
capital assets. For instance, of the ten case studies, the primary
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| ease contract has several different nanes including Lease with Option
to Purchase, Lease Purchase Agreenent, Facilities Lease, etc. Sone of
the transactions have Trust Agreenents, one has a Custodial Agreenent,
anot her an Escrow Agreenent -- all serve the sane basic function to
provi de an independent party to receive, hold and di sburse funds.
Those that involve buildings my have either Site Leases or G ound
Leases -- again to facilitate the financings. One conclusion that
could be drawn fromthese variances is that custom and/ or advi sors and
| ocal counsel, as well as specific legal requirenments, dictate many of
the terms and conditions and term nol ogy.
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QUTLI NES AND SUMVARI ES OF CASE STUDY TRANSACTI ONS

CASE STUDY NO. 1

GENERAL | NFCRVATI ON

Type of Transaction
Third-Party Fi nanced Lease

Type of Lessee:
School district

Type of Lessor:
Commerci al bank al so serving as investor

Underwriter:
None

| nvest or:
Comrer ci al bank

Escrow Agent :
Trust departnent of another commercial bank

Legal Opi ni ons:
Lessee' s counsel

Mar ket i ng:
Held by initial Lessor

TRANSACTI ON STRUCTURE:

Asset :
Rel ocat abl e cl assroons

Asset Cost (in millions):
$. 848

Lease Term and Paynent Frequency:
Seven years annually in arrears

Effective Interest Rate/Paynent:
Not reveal ed

Prepaynment Opti on:
On any rental paynment due date

Prepayment Prem um added to Purchase Option Schedul e:
2% of out st andi ng bal ance
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Enhancenent :
None

Rat i ngs:
None

DOCUVENTATI ON

Lease Agreenent
Equi pnent Lease/ Purchase Agreenent

Terns and Conditi ons

Non- appropri ati on:
Yes

Non- substitution:
Yes, through next fiscal year

Abat enent :
No

Rental Interruption |Insurance:
Not required

Titlel/ Security Interest:

Title with Lessee

Security interest to Lessor in the asset, all replacenents,
substitutions, accessions and proceeds.

I nsur ance:

Casual ty, property and liability required for greater of ful
repl acenent val ue or purchase option price; acknow edged by
| nsurance Aut horization Letter

Tax Conpl i ance:

To mai ntain tax-exenpt nature including No-Arbitrage Certificate,
riders as to (1) agreenent to rebate arbitrage earnings if
required; (2) nake Lessor whole if transaction |ater deened
taxabl e; (3) bank qualification and to nake Lessor whole if
transaction | ater deened not qualified

Net Lease:
Yes

Assi gnment :
The transaction is assignabl e but has not been assigned

Def aul t:
Event s
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1) Failure to pay rental paynents when due

2) Failure to performother terns and conditions

3) Fal se representations, certifications, statenments in

| ease docunent

4) Lessee bankruptcy

5) Attachnent, |evy or execution threatened or |evied upon asset

Renedi es
1) Repossess the asset
2) Require Lessee to return the asset at Lessee expense

O her Docunents/ Attachnents/Exhibits

Escrow Agreenent .
Bet ween and anong Lessee, Lessor and escrow agent
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SUMVARY: CASE STUDY NO 1 -- TH RD-PARTY FI NANCED LEASE

In this straight-forward third-party financed | ease, a school
district solicited | ease financing conpetitively for rel ocatable
cl assroonms at a cost of approximately $850,000. The successful bidder
was an East Coast conmercial bank for a seven- year |lease with
paynments annually in arrears. Since the school district issued |ess
than $5 million of tax-exenpt obligations in the year of the
transaction, the | ease was bank qualified. The bidder serves as
Lessor to the transaction and is holding the |ease for its own
portfolio, with a right of assignment.

Because the school district did not have possession of the assets
at the tinme the | ease closed, an Escrow Account was established to
hol d the funds pendi ng di sbursenment to the vendor. The Escrow Agent
was anot her conmmercial bank |located in the sane jurisdiction as the
Lessor. (Al though not a concern in California, escrow funds in sone
other states nust be held in a financial institution in the sane state
as the |l essee.) However, if in California, the escrow agent should be
i censed to conduct business to ensure enforcenent of the | ease. (See
Chapter Three -- "Business Qualification.")

The funds for this |lease flowed fromthe Lessor to the Escrow
Account and were disbursed to the vendor upon acceptance by the Lessee
of the assets under |ease. Annual paynents in arrears are bei ng made
by the Lessee to the Lessor. The |ease comrenced upon fundi ng and
paynents are due on the funding anniversary date.

Specific ternms and conditions of the | ease include
non- appropri ati ons | anguage supported by a non-substitution provision
that carries through the next fiscal year. The | ease does not contain
abat enent | anguage and, therefore, rental interruption insurance is
not required. The Lessee has the right to prepay on any paynment date,
with a prepaynment prem um of 2 percent.

Through a No-Arbitrage Certificate, the Lessee sets forth its
agreenment to conply with the arbitrage restrictions of the Interna
Revenue Code. Through riders to the Lease, the Lessee indemifies the
Lessor should the transaction |ater be determ ned as taxable.

Because it appears the Lessor intends to hold this |ease for its
full term it chose to rely on the Qpinion of Lessee's Counsel and did
not seek an opinion of outside bond counsel.

Commentary. Anong the interesting aspects of this transaction
are that it is a bank-qualified | ease and was financed by an East Cost
commer ci al bank (and not a California bank or institutional investor),
notw t hstandi ng that the financing bank will not benefit fromthe
state incone tax exenption. The Lessor obtained a security interest
in the rel ocatabl e cl assroons; however, w thout easenents, site |eases
or licenses to use the sites upon which the classroons are | ocated,
the only avail able remedy in event of Lessee default is repossession
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and renoval of the asset. Wre these features built into the |ease,
the Lessor woul d have had the option of using the classroons at their
initial location. However, since nmany |lessors treat relocatable

cl assroons as personal property, a |ease for these types of assets
frequently excludes site | eases or easenents.

Since it is unlikely that the Lessor will later assign this |ease
(because it is bank qualified) and since there were few transaction
expenses (such as ratings, underwiting discount, etc.), the 2 percent
premi um may be a penalty rather than a reinbursenent of transaction
expenses.
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CASE STUDY NO 2

GENERAL | NFORVATI ON

Type of Transaction

Privately Placed Third-Party Financed Lease with Assignment by
Lease Broker

Type of Lessee:
School district

Type of Lessor:
Lease broker

Underwriter:
None

| nvestor:
Comrer ci al bank

Legal Opi ni ons:
Lessee's counsel

Mar ket i ng:
Privately placed to single investor

TRANSACTI ON STRUCTURE:

Asset :
4 school buil di ngs

Asset Cost (in mllions):
$1. 460

Lease Term and Paynent Frequency:
Six years annually in arrears

Ef fective Interest Rate/Paynent:
7.73% $313, 239

Pr epaynent :
Yes

Prepaynent Prem um added to Purchase Option Schedul e:
$75,577 (5.18% of original purchase price)

Enhancenent :
None

Rat i ngs:
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None
DOCUVENTATI ON

Agr eenent
Lease with Option to Purchase

Terns and Condi ti ons

Non- appropri ati on:
Yes

Non- substitution:
None

Abat enent :
Yes, equal to rent on that portion of asset which is unavail abl e

Rental Interruption |Insurance:
Yes, with one-year protection

Title/ Security Interest:

Title with Lessor

Security interest retained by the Lessor in | ease proceeds, and
in the buildings constructed plus any attachnents, additions,
accessions and substitutions in or to the buildings.

| nsur ance:

Provi ded by Lessee and supported by | nsurance Authorization
Letter

Tax Conpl i ance:

Lessee agrees to conply with laws to preserve tax-exenpt status
including signing letters as to arbitrage rebate exenpti on and
bank qualification

Net Lease:
Yes

Assi gnment :
Yes, Lessee nust be notified

Def aul t:

Event s

1) Failure to pay wthin 15 days of due date and after 10 days
notice

2) Failure to performother terns and conditions

Remredi es

1) Available at |aw
2) Lessor can re-lease the asset
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O her Docunents/Attachnents/Exhibits

Agency Agreenent:

Lessor appoints Lessee to act on its behalf to conplete
construction including entering into construction, design, and
engi neering contracts, supervision of construction/installation
etc.

Site Lease:

Lessee | eases construction sites to Lessor who subl eases the
sites back to the Lessee; the site lease is for 19 years at a
rental of one dollar per year

Cust odi al / Trust Agreenent:
Bet ween Lessee and Trust ee/ custodi al bank

I nvest nent Agency Agreenent:

Bet ween Lessee and Lessor authorizing Lessor to deposit |ease
proceeds in custodial bank and to authorize investnents and
di sbhursenents to vendors and contractors subject to Lessee
aut hori zation
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SUMVARY: CASE STUDY NO 2 -- A PRIVATELY PLACED TH RD- PARTY FI NANCED
LEASE W TH ASSI GNVENT BY LEASE BROKER

In this transaction with another school district as Lessee, four
school buildings were | ease financed at a total cost of $1.46 mllion.
Financing in this instance was arranged by a | ease broker who
i mredi ately assigned the | ease to a commercial bank as investor.
Rental paynments are over a six-year period and are due annually in
arrears.

Because this transaction invol ved construction, the | ease was
suppl emrent ed by several other documents, including an Agency
Agreenent, to enable the Lessee to enter into construction, design
and other appropriate contracts. Site |leases for the |and al ready
owned by the school district were part of the docunentation, with the
school district as Lessor and the | ease broker/Lessor as Lessee. The
sites were inmedi ately re-|eased back to the school district together
with the newly constructed facilities.

Because of the construction-nature of the project, a Custodi al
Agreenent (simlar to an Escrow Agreenent) was negotiated for the
i nvest ment and di sbursenment of funds. |In addition, through an
I nvest ment Agency Agreenent, the Lessor is authorized to deposit funds
with the custodial bank and to facilitate investnent of the |ease
proceeds. In the Arbitrage Certificate, the Lessee acknow edges its
intent to conply with federal tax code provisions concerning
arbitrage. The Lessee al so acknow edges in a docunent entitled
"Designation of Qualification" that the transaction is bank qualified.

The Lease contains a non-appropriation provision as well as
abat enent | anguage. The Lessee is required to have rental
interruption insurance, in an anmount sufficient to cover one year's
rent, to offset the risk of abatenent.

The flow of funds for this transaction is depicted in Figure No.
2, except that in this transaction, a custodial bank as Trustee
receives the initial |ease proceeds for disbursement to the vendor
(contractor). The school district as Lessee makes its payments
directly to the Investor as specified in the Acknow edgenent of
Assi gnnent that the Lessee executed. |f the school district exercises
its right to prepay on any paynent date, it will be required to pay a
concl udi ng paynent that includes a prem umof 5.18 percent.

The only opinions relied on by the Lessor and the Investor were
t hose of Lessee's Counsel.

Commentary. This transaction involved a California | ease broker
assigning the lease to a California conmercial bank in a bank
qualified transaction and differs fromthe first case in several ways.

Al t hough both transactions involve advance funding, this case
utilized a custodial agreenent, with the custodian bank acting as a
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trustee instead of merely an escrow agent. Al though escrow
arrangenents and formal trusts both provide an i ndependent custodi an
of funds during the construction period, a trust arrangenent is nore
formal and has nore extensive docunentation and requirenents of the
trustee. It also provides nore safeguards for the investor.
Typically, trust arrangenents are used where the investor desires that
an independent third party nonitor disbursenent of funds and be
required to take certain steps in the event of default. This
contrasts to an agency where the escrow agent is not required to take
i ndependent steps upon default.

In this transaction, the Lessor required that the Lessee provide
a site |l ease of the underlying real property for annual rent of one
dollar, permtting the Lessor use of the site in the event of Lessee
defaul t.

The ot her documents in the transaction -- the Agency Agreenent
whi ch authorizes the Lessee to oversee construction for the Lessor and
t he I nvestnent Agency Agreenent concerning the investnent of advance
| ease funds -- frequently are incorporated in the | ease or trust
agreenments in other transactions.

Al t hough the Lessor has the right to assign the |lease to an
i nvestor, the Lessee nust be notified of such assignnent. This is
frequently required by | essees to ensure that they are advised of the
investor retaining the |l ease as well as to ensure conpliance with
federal tax requirenents.

This transaction was structured as an abatenent |ease in contrast
to the first case which was a non-appropriations |ease. As a result,
the Lessee is required to maintain rental interruption insurance with
one-year protection. However, the Lessor also incorporated non-
appropriations language in the lease. Wiile this is not necessary, it
may have been added due to requirenments of the Lessee's counsel who
provi ded the only opinion.

Wth respect to tax conpliance, the | essee agreed only to conply
with applicable law to preserve the tax-exenpt status of the
transaction, including arbitrage and bank qualification requirenments.
This contrasts with the first case which contained the nore
affirmati ve undertaking of the Lessee to nake the Lessor whole if the
transaction was |ater deened to be taxable.
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CASE STUDY NO 3

GENERAL | NFORVATI ON

Type of Transacti on:
Third-Party Lease that is Advance Funded

Type of Lessee:
County

Type of Lessor:
Fi nance conpany acting as direct investor

Underwriter:
None

Lease Broker:
None

Trust ee/ Escr ow Agent :
Undi scl osed

Legal Opi ni ons:
Lessee's counsel

Mar ket i ng:
None

TRANSACTI ON STRUCTURE:

Asset :
Honeywel | Conputer System

Asset Cost (in mllions):
$. 600

Lease Term and Paynent Frequency:
Three years, sem -annual in arrears

Ef fective Interest Rate/Paynent:
7.45% $113, 573

Pr epaynent :
Avai | abl e on each paynent date at purchase option price.

Prepaynent Prem um Added to Purchase Option Schedul e:
$10,594 (1.7636% of original purchase price)

Enhancenent :
None
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Rati ngs:
None
DOCUMENTS

Lease Agreenent
Lease with Option to Purchase

Terns and Condi ti ons

Non- appropri ati on:
Requires failure to appropriate to be evidenced by passage of
Lessee resol ution prohibiting Lessee performance under the Lease

Non- substitution:

For a period of one year; except if this provision affects the
validity of the Lease or if the Lessor has recovered its
investment fromthe sale of the asset.

Abat enent :
None

Rental Interruption |Insurance:
Not required

Titlel/ Security Interest:
Title retained by Lessor; UCC statenents required to be filed

I nsur ance:

Lessee assunes full risk if asset is |ost, stolen, damaged, or
destroyed. Lessee required to replace, repair,or prepay purchase
option price. Al-risk and liability insurance required but

sel f-insurance permtted.

I ndemrmi fi cati on:
Full indemnification of Lessor by Lessee

Tax Conpl i ance:

Covered by a specific Lessee representation to take no action
that woul d cause interest paynents to becone taxable and to take
all affirmative actions within its legal authority to ensure
interest will remain tax exenpt.

Net Lease:
Yes

Assi gnment :

Lessor's right and title assignable to one or nore investors
wi t hout Lessee's consent.
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Def aul t :

Event s

1) Failure to pay Lease Paynent and continuation of failure for
three (3) days after notice

2) Failure to observe or performany other covenant, etc. and
continuation for 30 days after notice

3) Bankruptcy

Renedi es
1) Termi nate Lease and declare all paynents due during current
year due and payabl e
2) Repossess equi pnent and sell in a conmercially reasonabl e
manner and apply such proceeds to:
a) Costs of recovering assets
b) Costs of sale
c) The applicabl e purchase option price
d) Bal ance of rentals due for current fiscal year
e) Excess retained by Lessor

Note: Sal es proceeds go to future rentals (e.g., purchase option
price) before being applied to current year rentals. Presumably, a
better | egal case can be made to collect current year rentals first.
In the event of non- appropriation for future years, presunably no
current year rentals would be outstanding. |In any event, Lessee is
required to return equi pnent at its own expense.
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SUMVARY: CASE STUDY NO 3 -- A TH RD-PARTY LEASE THAT | S ADVANCE
FUNDED

Conput er equi pnment -- an asset that is comonly | ease- financed -
- is the subject of the third case study. |In this instance, the
Lessee is a county and the Lessor/Investor is a finance conpany t hat
bid directly on the financing and is holding the | ease for its own
portfolio. The Lessor/Investor coincidentally is a captive credit
corporation, but since the asset financed is not produced by the
parent corporation, it has been classified as a finance conpany.
Al t hough the finance conpany bid on the |lease with the intent to hold
it for its full term the Lessor has retained the right to assign it.

The equi pment cost was $600, 000 and was financed over three years
Wi th sem -annual paynents in arrears. Prepaynent on any paynent date
is allowed with a premiumof 1.7636 percent.

The transaction was structured with non-appropriations and non-
substitution provisions, with a non-substitution period of one year.
Title remains with the Lessor until the | ease has been paid -- either
at termor by prepaynment -- but the |lease is structured as a net |ease
with the Lessee responsible for insurance and nmai nt enance.

Anong other ternms and conditions is a specific Lessee
representation that it will take no action that woul d cause the
paynents to becone taxable and that it will take all necessary action
within its legal authority to ensure that the interest will remain tax
exenpt. As with the transactions previously reviewed, the Lessor has
relied on Lessee's Counsel to determne the Lease's validity and did
not seek a separate opinion as to its tax-exenpt nature.

Commentary. This case involved the direct placenent of the | ease
with the Lessor, without a | ease broker, and with the Lessor retaining
the lease in its own portfolio for the entire term The prepaynent
premumis only 1.7 percent and, given the absence of a | ease broker,
escrow agent and outside counsel, it may represent the Lessor's
internal cost of sales and nmarketing (comm ssions, etc.) and general
over head, as opposed to external costs.

Al t hough the | ease was advance funded, no escrow agent or trustee
was specified to hold and invest the proceeds until disbursed to the
vendor. This may be due to the brevity of the construction period and
the desire to avoid additional costs.

The | ease termis for three years and is anortized on a sem -
annual basis with paynents due in arrears as opposed to an annua
basis which is preferred by many school district |essees.

This | ease al so contai ned nore extensive renedi es provisions
permtting repossession of the equi pnent and sale to third parties,
with sale proceeds credited first to future rentals before being
applied to the current year rental.
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The tax-exenpt representations are simlar to those in the second
case and do not specifically extend to making the Lessor whole if the
transaction is deenmed taxabl e because of a failure by the Lessee to
act to ensure the continued tax-exenpt status of the transaction.
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CASE STUDY NO. 4

GENERAL | NFORVATI ON

Type of Transaction
Third-Party Financed Lease Line of Credit

Type of Lessee:
Cty

Type of Lessor:
Fi nance conpany, acting as direct investor

Underwriter/Lease Broker:
None

Legal Opi ni ons:
| ndependent counsel acting as Lessee's counsel

Mar ket i ng:
None

TRANSACTI ON STRUCTURE

Asset :
Various vehicles (initial acquisition was a fire punper)

Asset Cost (in mllions):
$.175 (for fire punper); total credit |ine unspecified

Lease Term and Paynent Frequency:
Five years, nmonthly in advance

Ef fective Interest Rate/Paynent:
7.50% $3,484 for initial acquisition

Pricing Fornul a:

Lessor advises that nmultiple draws on this | ease |ine have occurred.
Rental s applicable to additional assets were cal culated at interest
rates tines basis points above the Del phis Hanover Scal e, applicable
at the date of the draw. This forrmula is no |onger used by the Lessor
who has replaced it in subsequent transactions with a formul a
specified as a percentage of Treasury securities having a simlar term
as that of the asset financing.

Pr epaynent :
Avai | abl e on each paynent date at Purchase Qption Price

Prepaynent Prem um Added to Purchase Option Schedul e:
$6, 126 (3.5% of the original cost) for initial acquisition
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Enhancenent :
None

Rat i ngs:
None

DOCUVMENTATI ON

Lease Agreenent:
Lease with Option to Purchase

Terns and Condi ti ons

Non- appropri ati on:

All or nothing provision; requires failure to appropriate as
evi denced by a specific provision in Lessee's budget for the
fiscal year in question, so stating.

Non- substitution:

For period of one year except if this provision affects the
validity of the Lease or if the Lessor has recovered its

i nvestment fromthe sale of the asset.

Abat enent :
None

Rental Interruption |Insurance:
Not required

Title/ Security Interest:
Title with Lessee; Lessor retains security interest in vehicles,
| ease proceeds and all repairs, replacenents, substitutions and
nodi fi cations to assets.

I nsur ance:

Lessee assunes full risk if asset is |lost, stolen, damaged, or
destroyed. Lessee required to replace, repair, or prepay
purchase option price. A l-Ri sk Insurance and liability

i nsurance are required but self-insurance is permtted.

| ndemi fi cati on:
Full indemnification of Lessor by Lessee

Tax Conpl i ance:

Covered by a specific Lessee representation to take no action
that woul d cause the interest paynments to becone taxable and to
take all affirmative actions within its legal authority to ensure
the interest will remain tax exenpt.

Net Lease:
Yes
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Assi gnnent :

Lessor's right and title assignable to one or nore investors
wi t hout Lessee's consent

Def aul t:

Event s

1) Failure to pay Lease Paynment and continuation of failure for
three (3) days after notice

2) Failure to observe or performany other covenant, etc. and
continuation for 30 days after notice

3) Bankruptcy

Renedi es
1) Term nate Lease and declare all paynents due during current
year due and payabl e
2) Repossess equi prent and sell in a comercially reasonable
manner and apply such proceeds to:
a) Costs of recovering assets
b) Costs of sale
c) The applicabl e purchase option price
d) Bal ance of rentals due for current fiscal year
e) Excess retained by Lessor

Note: Sal es proceeds go to future rentals (e.g., purchase option
price) before being applied to current year rentals. Presumably, a
better | egal case can be made to collect current year rentals first.
In the event of non- appropriation for future years, presunmably no
current year rentals would be outstanding. In any event, Lessee is
required to return equi pnent at its own expense.
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SUMVARY: CASE STUDY NO 4 -- A TH RD-PARTY FI NANCED LEASE LI NE OF
CREDI T

One way in which governnments can take advantage of econom es of
scale available in tax-exenpt leasing is to establish | ease |ines of
credit. This exanple illustrates how a California city financed a
nunber of different types of notor vehicles and nultiple acquisitions
froma variety of vendors through a line of credit. As a result, the
Lessee could competitively select different vendors for each group of
vehi cl es but avoid having to solicit financing each tinme a vehicle was
ordered. The financing provides an assured access to funds for
current and future vehicle acquisitions.

As in Case Study No. 3, the Lessor/lnvestor in this case is a
fi nance company that bid directly on the financing and is hol ding the
|l ease |line of credit for its own portfolio. The Lessor/lnvestor also
is a captive credit corporation but since the financed assets are not
produced by the parent corporation, it has been classified as a
finance conpany. Although the finance conpany intends to hold the
| ease for its full term it has retained a right of assignnent.

Under the Iine of credit, the Lessee nmakes nonthly paynents on
each vehicle at rates fixed at fundi ng based upon a formula using the
Del phi s- Hanover Scale. This fornula is no |onger used by the Lessor
who replaced it in subsequent transactions with a one based upon
Treasury securities, with a termsimlar to that of the asset
financed. Prepaynent is allowed on any rental paynent date, with the
Lessee paying a 3.5 percent premumthat declines over the | ease term

The original line was available for one year with renewal subject
to credit review by the Lessor. Access to the line was flexible,
al t hough the Lessor informally indicated a preference for nonthly
draws and for anounts in excess of $50,000 per draw. The |ease term
for each vehicle is based on its type and use and normally will not
exceed five years.

The | ease contains a non-appropriation and a one-year non-
substitution provision. Title is transferred initially to the Lessee
but the Lessor retains a security interest in each vehicle until the
| ease has term nated or been prepaid. The non- appropriation
provision is referred to as an "all or nothing" provision -- if the
Lessee non-appropriates on one vehicle, it nust non-appropriate on all
vehicles. This restriction discourages casual non-appropriation as to
a specific vehicle and reduces the risks to investors since it is |less
probabl e that the Lessee will non-appropriate on essential vehicles.
In addition, the Lessee nust specifically request appropriation for
| ease paynents each year and show this appropriation in its annua
budget .

Anong other terns and conditions is a Lessee representation that
it wll take no action that woul d cause the paynents to becone taxable
and that it will take all necessary action within its legal authority
to ensure that the interest remain tax exenpt. As with the
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transactions previously reviewed, the Lessor relied upon Lessee's
Counsel to deternmine the Lease's validity and did not seek an opi nion
as to its tax-exenpt nature.

Commentary. This transaction has no |ease broker or escrow agent
and involves the sane third-party | essor as Case Study No. 3.
However, the prem um chargeabl e upon an early term nati on was doubl e
the percentage in the last case. This is likely due to the line of
credit structure which places nore admnistrative tasks on the Lessor.
This exanple also illustrates the different internal cost structures a
| essor may charge to a transaction, dependi ng upon the assets, the
size of the program the nunber of takedowns, the nunber of other
participants, the credit quality of the | essee and the absence of a
| essee policy on the size of any prepaynment prem um

Since the Lessor is the sane as in Case Study No. 3, the |ease
docunentation is very simlar, with the exception that (i) the Lessee
is permtted nultiple acquisitions with the interest rate set at
t akedown for each acquisition and (ii) the title vested initially with
the Lessee. The Lessor required full indemification. The Lessee
could al so prepay on any rental paynent date as opposed to the nore
typi cal annual early purchase options found in non-appropriation
| eases.

In this regard, note should be nmade of the change in the scale
used to set the rate upon each takedown. The Del phis- Hanover Scal e,
whi ch was used originally, is a conposite of municipal rates
nationally and generally is nore reflective of interest costs to
government issuers; whereas a Treasury-based i ndex, used |ater
reflects federal financing rates and funding requirements. Treasury
scales also tend to reflect the cost of funds for institutiona
i nvestors, such as captive credit corporations. Since the captive
credit investor in this transaction plans to hold the Lease for its
portfolio, it changed the scale, with consent of the Lessee, to
refl ect nore accurately its costs. Altough the Del phis-Hanover Scal e
is nmore indicative of nmunicipal funding rates, it is not wdely
di ssem nated, and therefore the Lessee may have agreed to its
repl acenent with a nore wel|l-known i ndex.
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CASE STUDY NO 5

GENERAL | NFORVATI ON

Type of Transacti on:
Certificates of Participation through a Lease Pool Program

Type of Lessee:
Two Counties

Type of Lessor:
Non-profit (public benefit) finance corporation

Tr ust ee:
For ei gn- owned conmer ci al bank

Underwriter:
I nvest ment banking firm

Legal Opi ni ons:
Co- Speci al Counsel (bond opi ni on)
Lessee' s Counsel
Co- Counsel for Underwiters

Mar ket i ng:
Retail sale of Certificates of Participation in denom nations of
$5, 000

TRANSACTI ON STRUCTURE:

Asset :
Heal th Services Facility
Landfil |

Asset Cost (in mllions):
$4. 000
$1. 200

Lease Term and Paynent Frequency:
20 years

Pr epaynent :
Yes

Prepaynent Prem um Added to Purchase Option Schedul e:
If any, not yet determ ned

Enhancenent :
No
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Rat i ngs:
Li kely

DOCUVENTATI ON

Lease Agreenent:
Facilities Lease

Terns and Condi ti ons

Non- Appropri ation:
No

Non- Substitution:
No

Abat enent :
Yes

Rental Interruption |Insurance:
Yes, with one-year protection

Constructi on:
Lessee i s appointed as Lessor's agent to arrange construction of
pr oj ect

Title:
Hel d by Lessor

I nsur ance:

Lessee to maintain liability and casualty insurance, except that
during construction the Lessee's responsibility is only for that
amount not insured by contractors. Lessee is also required to
maintain title insurance on site. |Insurance is evidenced by
exhibit to Lease.

Net Lease:
Yes

Def aul t:

Event s

1) Failure to pay rent

2) Failure to observe or performcovenants

3) Bankruptcy of Lessee

4) Default under Site Lease

[Note: A default by one participant in the pool is not a default
by ot her participants.]

Remredi es

1) Pursuant to | aw
2) Take possession of asset and exclude Lessee from access
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O her Docunents/Attachnents/Exhibits

Assi gnnent :
Lessor assignnment to Trustee

Mast er Trust Agreenent:
Bet ween Lessor and Trustee

Suppl emrent al Trust Agreenent:
Bet ween Lessor and Trustee relative to specific portion of pool
related to Lessee

Site Lease:

Bet ween County as Lessor and original Lessor as Lessee to be
| eased back to the County for a 40-year term
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SUMVARY: CASE STUDY NO 5 -- CERTIFI CATES OF PARTI Cl PATI ON THROUGH A
LEASE POOL PROGRAM

Anot her nmethod for | essees to gain economes of scale is to pool
their financing needs with other | essees and approach investors
jointly. Several organizations of California |ocal governnents have
created | ease pools for the benefit of their menbers. Traditionally,
pool s all ow participants to reduce the costs of issuance by conbi ning
t he needs of each nmenber to increase the size of the total offering.
The pools, which can finance as the demand exists and the narket
allows, generally are offered through non-profit, public benefit
finance corporations created by the sponsoring organi zation. These
corporations act as Lessor.

In general, the leases in a pool are financed through
certificates of participation (usually negotiated although sone are
sold conpetitively). Each | essee executes a | ease and ot her docunents
with the Lessor, which then assigns its rights in the lease to a
Trustee. The Trustee then sells certificates of participation to an
underwiter, who in turn sells themin the retail market. The Trustee
relationship is typically set forth in a Master Trust Agreenent
bet ween the Lessor and Trustee and Suppl enental Trust Agreenents
address specific | eases and Lessees.

The Trustee's role includes disbursing funds to vendors and
contractors on behal f of each Lessee, collecting | ease paynents, and
payi ng certificate holders. The Figure 3 depiction of a certificate
of participation transaction is simlar to the funds flow for a | ease
pool, with the exception that there is usually nore than one | essee.

Leases in sone pools have non-appropriation clauses while others
have abatenent provisions. A single pool would not contain | eases of
both types; rather, all leases in a pool are essentially identical to
each other. Each |essee participating in a pool is obligated only for
its individual |ease paynents. The |eases are not cross-
collateralized; if one or nore | essees non-appropriate or abate
paynents, other |essees are not obligated for any additional paynents
nor are subject to the ternms and conditions of non-appropriation or
abat enent .

The participants in a | ease pool are simlar to those in a COP
They include the | essees, a |l essor, underwiter, trustee, investor,
and sonetines, rating agencies and credit enhancers. In addition
each of these parties is represented by counsel and special counsel
generally is retained to opine on the tax-exenpt nature of the pool.

In this specific case study, the terns and conditions are simlar
to those outlined above, but this transaction has sonme interesting
features. First, it is captioned a pool because of its participation
with the finance corporation/Lessor and Trustee and there are two
Lessees. However, unlike earlier pools structured by this Lessor
each |l ease is being offered totally independently of the other. In
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ot her words, two separate transactions are being sold on the same day
with the sanme Lessor. The primary economes to the Lessees derive
fromthe opportunities to use the sanme set of prepared docunents,

t hereby avoiding the tinme and expense of drafting and negotiating new
docunents.

In these transactions, the Lessees have the right to abate
paynments and are required to maintain rental interruption insurance
with one-year protection. Because construction is involved, the
Lessee i s appointed as Lessor's agent to arrange construction. Site
Leases are executed for a 40-year termand the Lessees are required to
maintain title insurance on the land. In addition, because the Leases
are structured as a net |ease, the Lessee nust also obtain liability
and casualty insurance. During construction, however, the anmount of
this insurance required of the Lessees is limted to that portion not
insured by the contractors.

Commentary. These transactions have several interesting
features. The non-profit Lessor potentially elimnates the need for a
| ease broker. However, the | eases nust be underwitten which wll
require the services of an underwiter and may al so require the
appoi ntnent of a financial advisor which nay elimnate sone of the
cost savings.

Economi es of scale nmay be realized by |essees in a pool in
several ways. First, the basic docunents (lease and trust agreenents)
are the sanme for each | essee and for each financing and, therefore,
docunentation costs can be mnimzed. Further, because the trustee is
famliar with the docunents, and its responsibilities, its costs may
also be lower than if it were servicing single transactions. Another
econony can result if ratings are sought and the rating agencies
review only one set of the sanme basic docunents.

Since the lease is a facility financing involving real property
and contai ns abatenment |anguage, it requires rental interruption
i nsurance, particularly since a rating was sought. 1In the event of
default, repossession of the facility and re- lease is permtted to
t he exclusion of the Lessee, although this may be of marginal benefit
her e.

No credit enhancenents were obtained. Many of the larger |ease
pools structured in California are publicly sold through conpetitive
bi ddi ng and, depending on the strength of the underlying | essees, may
require credit enhancenent in order to obtain a favorable rating.

Pool s require extensive coordination and may generate higher
i ssuance costs than stand-al one | eases. For best results in a pool,
it is better to include as nmany transactions as possible to spread the
costs over a |arger aggregate anount.
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CASE STUDY NO 6

GENERAL | NFORVATI ON

Type of Transaction
Certificates of Participation for Real Property

Type of Lessee:
County

Type of Lessor:
County Public Facilities Corporation (special purpose nonprofit,
public benefit corporation)

Trust ee:
Comrer ci al bank

Underwriter:
Several investnment banking firns

Legal Opi ni ons:
Co- Speci al Counsel (bond opi nion)
Lessee' s Counsel
Co- Counsel for Underwiters
Counsel to Letter of Credit Bank
Counsel to Trustee

Mar ket i ng:
Retail sale of Certificates of Participation in denom nations of
$5, 000
COPs initially issued as 7-day floaters with interest payable
quarterly prior to conversion
At conversion (March 1, 1989), |ease refinanced and interest
payabl e sem annually in arrears
Princi pal is payable sem annual |y begi nni ng Decenber 1, 1990

TRANSACTI ON STRUCTURE:

Asset :
Correctional Facility

Asset Cost (in mllions):

Construction: $63. 009
Capitalized Interest: 55. 486
Reserve Fund: 13. 696
Costs of |ssuance: . 575
Underwiter's Discount: . 533
Total Fi nanced $133. 300
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State Gant to be Applied to
Construction: 92. 900

Total Cost of Project: $226. 200

Lease Term and Paynent Frequency:

30 years -- 4.5 years of interest only
25.5 years of principal and interest
paid sem annual |y

Pr epaynent :
Prepaynent permtted on or after 12/1/2000

Prepayment Prem um Added to Purchase Option Schedul e:

Premiumof 2% in first year (2001), 1% in second year (2002) and
at par thereafter

Enhancenent :
Floating rate certificates (1985) were guaranteed by an
irrevocable letter of credit issued by a bank
Fixed rate certificates (1989 refinancing) were insured by a bond
i nsurer

Rat i ngs:

Floating rate/ Fixed rate certificates (1985): Aa/M GL ( Mbody's)
Fixed rate certificates (1989 refinancing): Aaa/ AAA (Mody' s/ S&P)

DOCUVENTATI ON

Lease Agreenent:
Oiginal Lease Agreenent dated as of Decenber 1, 1985
Refinancing: First Amendnent to Lease Agreenent dated as of March
1, 1989

Terns and Condi ti ons

Non- Appropri ation:
No

Non- Substitution:
No

Abat enent :

In event of substantial interference in use of project, rent can
be abated proportionately to the portion of project not

avail able. However, the portion of the project not avail able
will be considered first to have been paid for by the state grant
($92,900,000); therefore, nore than that anmount woul d have to be
unavai l abl e before paynments woul d be abated. This applies to

| osses during construction as well as to any later casualty to

t he project.
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Constructi on:

Lessee i s appointed as Lessor's agent to arrange construction of
pr oj ect

Tax Conpl i ance:
Lessee agrees not to create industrial devel opnment bonds

Title:
Hel d by Lessor

| nsur ance:
Lessee to maintain liability and casualty insurance

Def aul t :

Event s

1) Failure to pay rent

2) Failure to pay other anmounts for 10 days

3) Failure to observe or performcovenants within 30 days after
notice

4) Default under trust agreenent

5) Bankruptcy

Renedi es

1) Pursuant to | aw

2) No accel eration of paynments

3) Re-lease project and hold Lessee liable for deficiency

& her Docunents/Attachnents/Exhibits

Oficial Statenents

Pur chase Agreenent

Trust Agreenent

Rei mbur sement Agr eenent

Site Lease

Assi gnnent Agr eenent

TENR Servi ces and Remnarketi ng Agreenent
Certificate as to Arbitrage

Evi dence of I nsurance

Feasi bility Study
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SUMVARY: CASE STUDY NO 6 -- CERTIFI CATES OF PARTI Cl PATI ON FOR REAL
PROPERTY ( ENHANCED)

Thi s case study concerns the financing of a county correctiona
facility. Total cost exceeded $226 nillion. However, because of a
state grant of alnost $93 nillion, the amobunt of the certificates of
participation sold was $133.0 mllion. The transaction was originally
financed on a variable interest basis in Decenber 1985. Because of
changi ng market conditions, it was refinanced in March 1989.

The initial termwas 30 years, with 4 1/2 years of interest only
followed by 25 1/2 years of sem annual paynents in arrears. No
prepayment was provided until the year 2000 and then with a 2 percent
prem umdeclining to O percent after 2002. The Lessor holds title
with a recorded deed of trust securing its interest. The Lessor was
not permtted to accelerate rent upon default, but could re-lease the
facility and hold the Lessee liable for any deficiency.

The original 1985 financing was structured as floating rate
certificates (convertible into fixed rate certificates at the option
of the Lessee), enhanced by an irrevocable letter of credit. As a
result of the enhancenent, the certificates were rated M Gl/ Aa by
Moody's. The letter of credit guaranteed an amount not to exceed
$139, 965, 000 (constructi on cost and accrued interest), was established
for a fee of one percent ($139,965) and was provided by the California
branch of an Australian banking corporation.

The Lessee converted the floating rate certificates to a fixed
rate in the March 1989 reoffering. At that tine, the credit
enhancenent was switched fromthe letter of credit to an insurance
policy, in all likelihood because the LOC provider declined to
participate on a fixed rate/fixed |ong-termbasis. The origina
underwiters were appoi nted renmarketing agents of the converted
certificates. At the tinme of the remarketing, the certificates were
enhanced/ i nsured and rated Aaa/ AAA (Mody' s/ Standard & Poor's).

The flow of funds and the participants in this transaction are
typi cal of other COP financings. Most terns and conditions are al so
conmon to those of other COP transactions although the abat enent
provi sion has an interesting elenent. Rent can be abated
proportionately to the portion of the project not avail abl e; however,
the portion of the project not available will be considered first to
have been paid for by the state grant. Therefore, the credit
enhancer's (and investors') exposure to abatenent will only cone after
t he Lessee does not have use of nore than $93 nmillion worth of the
facility (both during and after construction.)

The conplexity of the transaction required several docunents
i ncluding trust agreenents, a reinbursenent agreenent, and a
remarketing agreenment for the floating certificates. However, given
the structure, if the financing instrunents were bonds, the
partici pants, documents and conplexity likely would have been simlar.
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Commentary. O particular interest to this transaction are the
cost conponents. In addition to the state grant of $93 million, the
certificates included project cost of $63 mllion for construction,
capitalized interest of $55 nillion for 4-1/2 years, a reserve fund of
$13.5 mllion required under the terns of the credit enhancenents, and
i ssuance costs (including an underwiter's discount of $1.1 mllion).

Gven the relatively |ow discount, it appears that this
transacti on may have been sold to a single, large institutiona
investor. |If the certificates had been sold to a nunber of investors,
however, it is likely that the underwiter's di scount woul d have been
hi gher due to underwriter's concessions required anong selling
syndi cates. Consequently, in a transaction of this magnitude, it is
i nportant that the Lessee obtain advice fromits financial advisor to
ensure that the transaction (and the econonic terns to the advisors
and participants) cover the contingencies and represent a fair return
for the risk and work of each party.

At the tine the transaction was structured, it was uncl ear

whet her voters woul d approve general obligation bonds to finance the
facility. |In view of the heavy debt service requirenents inposed on
the Lessee's cash flow by this | ease, the Lessee, on at |east two
occasi ons, has sought to sell general obligation bonds to refinance
the certificates. |In both instances, the voters have defeated the
referendum -- an indication of why a |l ease nmay be the only realistic
nmet hod of financing this type of essential facility.
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CASE STUDY NO 7

GENERAL | NFORVATI ON

Type of Transacti on:

Certificates of Participation wth Subl ease- Purchase Agreenent to
a Private Corporation as Facility Operator

Type of Lessee:
Speci al district

Type of Subl essee:
Private operator

Type of Lessor:
Lease broker

I nvest or s:
Purchasers of Certificates of Participation

Legal Opi ni ons:
Speci al Counsel (bond opi ni on)
Lessor's Counsel
Underwiter's Counsel
Lessee' s Counsel
Trustee's Counsel

Mar ket i ng:
Retail sale in denoninations of $5,000

Cted Authority:

Har bor & Navi gation Code, State of California
Part 4, Division 8 commencing at Section 6200

TRANSACTI ON STRUCTURE:

Asset :
Wharf and narina facilities

Asset Cost (in mllions):

Const ructi on: $6. 708
Capitalized and Accrued Interest: 1. 142
Reserve Fund: 1.385
Costs of |ssuance: . 406
Total Financed plus Accrued Interest $9. 642

G ant from Econom c Devel opnent
Adm ni stration*: 1. 326
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[*Note: The Lessee was awarded a grant by the federal Econonic
Devel oprment Adm ni stration to finance not nore than 50% of the cost of
a commercial fisheries facility.]

Lease Term and Paynent Frequency:
Ten (10) years -- structured as concurrent certificates: one with
a five-year termand the other a ten-year term each with annua
mandat ory si nking fund paynents. Collectively, they equal a ten-
year |evel pay transaction. (Lease paynents are to be made
nont hly.)

Pr epaynent :
Lessee can prepay on or after the seventh anniversary date of the
transacti on.

Prepaynent Prem um Added to Purchase Option Schedul e:
None

Enhancenent :
None

Rat i ngs:
None

DOCUVENTATI ON

Lease Agreenent:
Lease- Purchase Agreenent

Terns and Condi ti ons

Non- appropri ati on:
None

Non- substitution:
None

Abat enent :
Yes, subject to whole or partial abatenent

Rental Conditi ons:

Payabl e solely from Subl ease rentals (secured by facilities'
revenues) and any other legally avail able appropriated funds, if
any.

Title/ Security Interest:
Passed from Lessee to Subl essee upon conpl eti on of project,

subject to rights of secured parties (e.g., Lessee, Trustee on
behal f of certificate hol ders)

11-35



I nsur ance:

Lessee required to provide or cause to be provided standard
public liability insurance plus title insurance on underlying
land. (These responsibilities passed to Subl essee through
Subl ease- Purchase Agreenent.) Business interruption insurance
required to cover business |osses due to fire, vandalism and
ot her perils.

Net Lease:
Yes

Assi gnment :
Yes

Def aul t:

Event s

1) Failure to nake | ease paynent and continuation for 10 days

2) Failure to performother covenants and continuation for 30
days after notice

3) Voluntary or involuntary bankruptcy proceedi ngs

Renedi es

1) Take possession with or without term nation of the Lease-
Pur chase Agreenent

2) Take title to facilities

3) Operate or sell the facilities subject to the terns of the
G ound Lease

O her Docunent s/ Attachnments/ Exhibits

Subl ease- Pur chase Agreenent:

Bet ween Lessee and private corporation (as subl essee)Construction
responsi bility of Lessee (through | ease- purchase agreenent)
transferred to Subl essee; supported by G ound Lease between
Lessee and Subl essee and Trust Agreenent between the Lessor and
Trust ee

Pur chase Agreenent:
Bet ween Underwiters, Trustee and Lessee to buy all of the
certificates

Certificates:

Regarding Permts and Approval s
Regardi ng Effecti veness of Docunents
As to Arbitrage

[Note: Although this transaction was funded with certificates of
participation, it is nore like an industrial devel opnent bond than a
| ease- purchase agreenent since the ultimate owner is a private

organi zation. This transaction could not be structured under present
federal tax laws relating to public and private use of facilities and
t ax- exenpt financing.]
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SUMVARY: CASE STUDY NO 7 -- CERTIFI CATES OF PARTI Cl PATI ON W TH
SUBLEASE- PURCHASE AGREEMENT A PRI VATE CORPORATI ON AS FACI LI TY OPERATOR

The Lessee of this 1981 financing of wharf facilities is a
special district. However, pursuant to a Subl ease-purchase agreenent,
the Lessee leased the facilities to a private organi zation as
Subl essee. The Subl essee assuned all of the responsibilities and
obligations of the Lessee relative to | ease paynents, construction
operations, maintenance, insurance, etc. The Subl essee al so gai ned
title to the facilities at the conpletion of construction, subject to
the liens inposed by the Gound Leases, Deed of Trust and Assi gnnent
of Rents. The Lessor is a |ease broker

As a result of federal restrictions on the use of tax-exenpt
financing for private purposes enacted after conpletion of this
financing, it is unlikely that this transaction could be structured
under current federal tax |aws. However, this structure is typical of
certificate of participation financings used to provide capital where
i ndustrial devel opnment bonds could not be utilized.

The val ue of certificates sold was nore than $9.6 mllion and the
transacti on was unenhanced and unrated. A reserve fund of $1.385
mllion was al so funded. Monthly paynents for the ten- year |ease are
secured by revenues fromthe wharf facilities. No other revenue
streans were avail able for | ease paynents except the reserve fund and
| egal |y appropriated funds of the Lessee (as a special district, no
ot her appropriation of funds was anticipated.) Lease paynents in the
first year were nade by the Lessee; the Subl essee assuned paynents at
the end of the first year. As a special district-type of financing,
the Lease is subject neither to abatenent nor non-appropriation.

Because of the construction involved, Gound Leases were executed
bet ween the Lessee and Subl essee, granting the Subl essee rights to use
the wharf area upon which the inprovenents were built. The Subl essee
is required to obtain business interruption insurance to cover
busi ness | osses due to fire, vandalismand other perils.

The flow of funds is simlar to that of nost certificate of
participation transactions except that the Subl essee nakes its
paynents directly to the Trustee.

This transaction has suffered severe setbacks caused by a | ack of
sufficient revenues to cover rent paynent obligations and the
subsequent bankruptcy of the Sublessee. Certificate hol ders have not
been paid since 1986 and sought renedies through litigation. A
settl enent has been negotiated which nmay provide sone relief to the
i nvest ors.

Commentary. Since this transaction is in litigation, only a
brief review of its business aspects is in order.
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The transaction was intended as a pass-through arrangenent, with
the district nerely acting as a conduit for a tax-exenpt financing of
an industrial devel opnent project. The district did not intend to
operate the facility or use its own funds to pay rent under the |ease.
Rat her, a Subl essee/ devel oper, which received title to the property
follow ng construction, was required to neet the | ease obligations.

The risks noted in the Oficial Statement (0S) were prefaced by
t he comment that the devel opnment was specul ative with paynment of the
certificates subject to the Subl essee/devel oper's ability to subl ease
the facilities. The OGS also said that continued occupancy was
dependent upon future | ocal and national econom c conditions, the
capital and other resources of the tenants, federal and state |aws and
regul ations as well as other unforeseeabl e and unpredictable factors.

The business failure of the facility, the bankruptcy of the
Subl essee, and the default under the certificates, underline the
paynment risk in any project financing (which does not access the
general credit of the Lessee). It is essential in these situations
that a reliable feasibility study froman i ndependent party be
obtai ned and reviewed as part of the due diligence procedures of all
parties. Failure to obtain a proper feasibility study or to disclose
such a study (which has occurred in other defaulted | eases), may
result in failed expectations of the investors as well as litigation
agai nst the principals in the transaction and their advisors.

Thi s exanpl e has neither credit enhancenent nor rating --
features that mght have protected the investors against the risk of
default. It is possible that had an enhancenent been sought and
deni ed that the transaction m ght never have occurred. However, credit
enhancenment should not be relied upon as a substitute for a properly
concei ved project. It only serves as a "security blanket" and does
not cure any underlying infirmties. Mreover, where an enhancenent
is obtained, |essees and investors should reviewits specific ternms to
ensure that no gaps in the coverage are created which may | ater becone
a matter of controversy anong the parties, advisors, and insurers.

For instance, in another defaulted | ease situation in California where
abat ement insurance was procured, the insurer has denied coverage on
the grounds that the facility was not sufficiently conpleted for the

i nsurance to be applicabl e.
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CASE STUDY NO 8

GENERAL | NFORVATI ON

Type of Transaction
Agreenent to Finance Ten Years of Tel ecommuni cations Service

Type of Lessee (Borrower):
County

Type of Lessor (Lender):
Condui t agency (County-sponsored public facilities corporation)

Underwriter:
I nvest nent banki ng group of conmercial bank

I nvest ors:
Purchasers of Certificates of Participation

Service Provider:
Private tel ecomunications utility

Trust ee:
Trust conpany

Legal Opi ni ons:
Speci al Counsel (bond opi ni on)
Underwiter's Counsel
Lessee' s/ Borrower's Counsel

Cted Authority:
Constitution and Laws of State of California including Governnent
Code 23004

Mar ket i ng:
Sold at retail in mninmmdenom nations of $5, 000

TRANSACTI ON STRUCTURE:

Asset :
Integrated tel econmuni cati ons network service

Asset Cost (in mllions):

Lump Sum Servi ce Amount: $6. 736
Reserve Fund: . 800
Advance Paynent Fund (Cap. Interest): . 233
Costs of I|ssuance: . 231
Total Financed plus Accrued Interest $8. 000
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Lease Term and Paynent Frequency:
Ten (10) years -- base paynents due sem annual ly si x nonths
before paynment to certificate holders is due. First base paynent
payabl e from Advance Paynent Fund plus interest earned on that
Fund and on the Reserve Fund bal ance.

Pr epaynent :
None al | owned

Enhancenent :
None

Rat i ngs:

Moody' s: Al
Standard & Poor's: A (Provisional)

DOCUVENTATI ON

Agr eenent :
Agreenent Re Countyw de | ntegrated Tel ecormuni cati ons Network

Terns and Condi ti ons

Non- appropri ati on:
None

Non- substitution:
County agrees not to acquire equi pnent or service which would
di spl ace financed service.

Abat enent :

Payments nmay be abated "during any period in which, by reason of
any damage or destruction or failure on the part of [the Service
Provider] to provide the Service, there is substantia
interference with the use of the Service, or any portion thereof,
by the County."

Rental Interruption |Insurance:
No

Titlel/ Security Interest:

Contract covers service; no assets acquired; only title is
retained by Service Provider to all equi pnent used to provide
service. No security interest involved

I nsur ance:

1) To the extent appropriate, provided by Service Provider for
casualty coverage to equi pnent used to supply service

2) Ceneral conprehensive liability insurance provided by County
to indemify Lessor.
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Assi gnnent :
1) By Lessor to Trustee
2) None by County

Def aul t:

Event s

1) Nonpaynent

2) Failure to performadditional representations and warranties
within 60 days after notice

3) Assignnment of contract w thout consent

4) Bankruptcy

5) Abandonnent of service

Renedi es

1) At law

2) Continue agreenent in full force and effect and recover
paynments as they becone due without term nating the right of
County to use service

Note: The Service Provider's liability under contract is limted in
force majeure situations and by California Public Wility Code No.
A2.1.14 (limted to refund of charges).

Tax Conpl i ance:

County covenants not to take action or use service in a manner
whi ch woul d cause the interest on the certificates to be taxable.
County covenants to abi de by arbitrage rebate requirenents.

O her Docunent s/ Attachnents/ Exhibits

O ficial Statenent
Trust ee Agreenent
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SUMVARY: CASE STUDY NO 8 -- AGREEMENT TO FI NANCE TEN YEARS OF
TELECOVMUNI CATI ONS SERVI CE

The Lessee (although in this case it is nore appropriate to refer
to a borrower) is a county and a public facilities corporation is the
Lessor/Lender. The investnment banking group of a commercial bank
underwote the Agreenent and sold certificates of participation. A
private tel ecommunications utility is the Service Provider.

This transaction is simlar to the other certificate of
participation structures outlined in cases 5 and 6 (and to a | esser
extent, case 7). In each case, a trustee executed and delivered the
certificates, held funds prior to distribution to the vendors and
contractors, and received rental paynents for distribution to the
investors. In each situation, an underwiting firmobligated itself
to sell the certificates to investors through a retail sale. Miltiple
opi ni ons of counsel were obtained.

Al t hough financed with certificates of participation, this
transaction does not include a | ease agreenent but rather has only an
Agreenent. It is, for all intents and purposes, a loan to pay for
di scount ed tel ephone services in advance. The anmount financed was $8
mllion and included a | unp sum servi ce charge, a reserve fund,
capitalized interest, and costs of issuance.

Gven the quality of the underlying credit and its ability to
obtain an A rating on the certificate transaction, no credit
enhancenent was sought. The strong Lessee credit and a Service
Provider with a deep capital base and an excellent service record
contributed to the transaction's satisfactory rating. (Absent
interference with use of the service under the abatenent provisions,
the Lessee is required to continue nmaki ng rental paynents regardl ess
of any financial issues or a change in usage or other circunstances.)

Casualty insurance was not required since the equipnent was owned
and mai ntai ned by the Service Provider. The Lessee was required,
however, to provide a conprehensive liability insurance policy for the
county-owned property to which the service was provided.

Since the Agreenent covers service only, no assets are acquired.
Title to the equiprment is retained by the Service Provider. Lease
paynments are due semiannually in arrears for ten years. The
transaction is rated A1 by Mody's and A(provisional) by Standard &
Poor's. @Gven these factors, the transaction truly represents a
"credit-based" |ease (W thout recourse to collateral). This may be
anot her reason why credit enhancenent m ght have been difficult to
obt ai n.

The Lessee can abate paynents if, because of danage, destruction
or failure of the Service Provider to provide the service, the Lessee
encounters interference in using the service. Al though non-
appropriation is not an option of the Lessee, it has agreed to a non-
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substitution provision not to displace the service for the duration of
t he Agreenent.

Commentary. This contract constitutes a | oan agreenment which is
not collateralized by any recoverabl e assets. The underlying
assunption in the transaction is the belief that tel econmmunications
services will always be provided by the Service Provider utility.
Failure of such service will cause loss to the investors as no neans
of alternative recovery exits.

This type of transaction -- the prepaynent of service
arrangenents -- is financially effective for governnents only if the
di scount provided for the prepaynent exceeds the total cost of the
financing. Assumi ng that the discount granted by the Service Provider
was sufficient to overcone this hurdle, the additional economc risk
to the Lessee is that the general cost or quality of service m ght
decline over the period of the contract. This may nake the savings
illusory since the Lessee does not appear to have the right to receive
post facto credits by the Service Provider.

The risks to investors are significant. There is no collateral
other than a long-termservice contract. Although the investor has a
contractual right to prevent the Lessee fromutilizing simlar
services, it is inprobable that a court would prevent it from
obt ai ni ng basi c tel ephone servi ces.

It appears that a simlar contract was entered i nto by anot her
county. Wile it has not been possible to review the docunents, it
appears that the second county is facing financial difficulties and
may default on its financial obligations. Assum ng that the second
set of docunents is simlar to the set reviewed, the issues of
renmedi es on default (as noted above) may becone nore real than
theoretical. |If the Lessee reduces its staffing and services to a
mnimal |evel due to its lack of funds, protections provided by a non-
substitution clause may prove to be tenporary, with the only renedy
bei ng reliance on the abatenent clause which permts the Lessor to
collect rents as they becone due provided the service is avail able.

In the event the | ease is upheld as an enforceabl e obligation
agai nst the Lessee, the obligation would be subject to adjustnent of
debt permtted nunicipalities under federal bankruptcy provisions.
This could result in significant delays to the investors in receiving
paynents, absent an ability to obtain "adequate assurances.” (See the
di scussi on on bankruptcy in Chapter Three.)
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CASE STUDY NO 9

GENERAL | NFORVATI ON

Type of Transaction

Tax- Exenpt Lease Fi nancing Acquired w th Equi pnent Procurenent
with Provision for Public Distribution of Certificates of
Participation

Type of Lessee:
St at e agency

Type of Lessor:
Vendor

Underwriter:
None

| nvestor:
Lease broker who further assigned to unknown party(ies)

Escrow Agent :
Unknown

Legal Opi ni ons:
Lessee's counsel

Mar ket i ng:
Unknown

TRANSACTI ON STRUCTURE:

Asset:
Mai nf rane conput er

Asset Cost (in millions):
$3.55 (total financed was $3,801,038 to include sales tax and
one-tine costs)

Lease Term and Paynent Frequency:
48 nonths in arrears

Effective Interest Rate/Paynent:
7.2% 1st paynent of $425,000 foll owed by 47 paynments of
$83,206.28 (If certificates of participation are issued at a
lower rate, the Lessee will benefit; the rate the Lessee pays,
however, cannot rise above 7.2%)

Prepaynment Option:
Prior to the beginning of any paynent period
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Prepaynent Prem um added to Purchase Opti on Schedul e:
None al |l owed by Lessee

Enhancenent :
None

Rati ngs:
Unknown

DOCUVENTATI ON

Lease Agreenent
I nstal | ment Purchase Paynent Pl ans

Terns and Condi ti ons

Non- appropri ati on:
Yes

Non- substitution:
Yes, for one year

Abat enent :

No separate abatenent provision exists. However, the Lessee is
entitled to offset |iquidated danages equivalent to daily |ease
paynments if the equi pnent does not perform

Rental Interruption |Insurance:
Not required

Title/ Security Interest:

Title stays with the vendor and its assignees until all paynents
are made to the vendor

Vendor has a purchase noney security interest in the asset and
Lessee grants a security interest in any substitutions,

repl acenents and additions.

| nsur ance:

Lessee agrees to insure and provide certificate of insurance or
sel f-insurance

Tax Conpl i ance:

Lessee and vendor agree not to cause an "arbitrage bond", or a
"private activity bond"

In the "Certificate and Agreenent Re: | RS Form 8038-G Tax
Covenants and Tax Indemification” the vendor agreed to provide
Form 8038-G to Lessee and agreed to conply with any rebate

requi rements should they arise. Vendor agreed to pay damages to
Lessee in the event vendor causes the interest conponent of the
| ease paynments to becone taxabl e.
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Net Lease:

A nodified net | ease; the Lessee assunes liability as to casualty
after delivery but the Lessor is obligated (through a rider to

t he Purchase Contract) to maintain the equipnent.

Assi gnment :

Assignable only with the perm ssion of Lessee and Lessee
acknow edges that assignnment may |lead to the issuance of
certificates of participation

Def aul t :

Event s

1) Failure to pay rental paynents when due

2) Failure to obtain insurance or self-insurance

3) Failure to comply with other ternms of the | ease nore than 30
days after notification of non-conpliance

4) Insol vency proceedi ngs by or against Lessee

5) An assignnent for benefit of creditors

Renedi es

1) Recover bal ance of anmount due

2) Enter and take possession of asset or render it unusable

3) At Lessee's expense and if necessary, restore the asset to
good repair and operating condition

4) Sell the asset

5) Incur legal fees to be paid by Lessee

6) Qher renedies by law or in equity

O her Docunents/ Attachnments/Exhibits

Non- Arbitrage Certificate:
Lessee agrees to furnish, if requested by vendor

Escrow Agr eenent:

Lessee acknow edges right of vendor to establish a trust or
payi ng agent agreenent

Mai nt enance Contr act
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SUMVARY: CASE STUDY NO 9 -- TAX-EXEMPT LEASE FI NANCI NG ACQUI RED
W TH EQUI PMENT PROCUREMENT W TH PROVI SI ON FOR PUBLI C DI STRI BUTI ON OF
CERTI FI CATES OF PARTI Cl PATI ON

In this case study, a state agency solicited the acquisition of a
mai nframe conputer to include maintenance, support and | ease
financing. The agency's request for proposal contained a contract
that included an installnment purchase agreenent called "Rider E --
Instal |l ment Purchase Paynments Plan.” Qher riders covered special
provi si ons regardi ng mai nt enance, vendor and equi pnent perfornmance,
conponent prices, and acceptance testing.

By accepting the Lessee's purchase order, the vendor also
accepted the ternms and conditions of the financing which were set
forth in RRder E© These included a 48-nonth term a possible trade-in
on exi sting equi pnent, the value of which was to be applied to the
first payment, and paynents in arrears.

The rider included a sanple paynent schedule that called for the
vendor to provide two paynment schedules with the first seven paynents
approximately equal. In the first schedule, the Lessee's Request for
Proposal (RFP) specified that the sumof the first seven paynments were
to be approxi mately equal to, but not exceed, $647,000, the anount the
agency had budgeted for the current fiscal year. In the second
schedul e, as specified by the RFP, the sumof the first seven paynents
was to be approximately the sanme anount but was al so to include the
requested trade-in offer. (In fact, the agency sold the equipnent it
was replacing to another agency.) The remaining 41 paynents, in
ei ther case, were to be approxi mately equal. |ndeed, when the
transaction was conpleted, the first paynment (conposed of principal
and interest) was equal to the noney the Lessee received fromits sale
of the existing equi pnent to anot her agency. The renaining paynments
wer e equal

The | ease is subject to the annual appropriation of funds and the

Lessee agrees to use its best efforts to obtain funding. In the event
of non-appropriation, the Lessee agrees to a non- substitution
provi sion of one year fromthe date of termnation. |If the Lessee

non- appropri ates, the Lessee has al so agreed to deliver an opinion of
its counsel that funds have not been appropriated for the paynents and
that funds have not been nade available for simlar equipment or the
provi sion of simlar services.

Al t hough there is not a specific abatenent provision, the agency
is permtted to offset "liquidated damages"” agai nst rental paynments if
the equiprment fails to perform Liquidated danages are cal cul ated at
1/30 of a nonth's | ease paynent for each day the equi pnent is not
avai | abl e.

The agency has the right to prepay the | ease at any tine and wll

not accept a prepaynent penalty. |In the section on assignnent, the
agency acknow edges that the vendor may assign the contract for
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financi ng purposes only and that a payi ng agent or trust agent may be
appoi nted, and that certificates of participation nay be sold. The
agency nust approve such assignnent by the vendor and agrees to
execut e appropriate docunents including a No-Arbitrage Certificate,
IRS Form 8038-G and a certificate of insurance. The agency al so
agrees to sign, as necessary, a description of equipnment and software
purchased, certificates of acceptance, assignnent acknow edgnent and
approval, UCC-1 fornms, essential use letter, and an opini on of

counsel

In the general terms and conditions of the contract acconpanyi ng
t he purchase order, acceptance testing criteria are set forth in a
provi sion that says that the vendor will not be paid until the
equi pnent has performed according to the established specifications.

Comrentary. O interest in this transaction is that the
financing was obtained as part of a bundled bid with the equi pnent and
that the state has the right to prepay the | ease without a prepaynent
penal ty.

Wiile it may be sinpler to link or bundl e equi prent and financing
procurenents, the Lessee also places its financing needs in the hands
of the equi pnent vendor. Wile the vendor may indeed "shop" rates
anong | ease brokers to present the nost attractive financing costs,
its prime interest is in selling equipnent. As a result, it may not
find the nost conpetitive rates that the Lessee mght be able to
attract directly. 1In this case study, the point is enphasized since
one of the non- successful bidders offered a |lower interest rate. Had
t he agency separately sel ected equi pnent and financing, it presumably
woul d have the | ower equi pnent cost of the w nning bidder and the
| ower interest cost of another bidder.

Al'so by soliciting in Septenber for equi pnent delivery in
Novenber and, thereby, asking the bidders to commt to rates two
nont hs in advance, the agency nmay again have limted its ability to
obtain the nost attractive financing by placing a financial risk on
the lessor. Since a rate adjustnment was not allowed, the | essor had
to hedge its | ease rate quote by providing a cushion for market
fluctuations. This generally results in a nore costly financing rate
than if the Lessor is permitted a nodification to reflect nmarket rates
at the tinme of funding or if the financing conponent is separately bid
nearer to the actual funding date.

An attractive feature of this transaction is the acknow edgnent
by the Lessee that the vendor may assign the |lease to another entity
and that it may al so be financed through the sale of certificates of
partici pation. By "pre-approving" the sale of certificates, the
Lessee has given all financing sources a better opportunity to price
the transacti on and obtain favorable financing rates. Al though this
may be limted sonewhat by the two-nonth del ay between bid subm ssion
and | ease closing, the provision offers bidders considerabl e
flexibility. However, this flexibility is also sonewhat negated by
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the restriction on prepaynent prem uns. By refusing a prepaynent
prem um financing sources nmay have required a higher rate to protect
the investors' return or even declined to bid, limting the
conpetitive nature of the bid.

A provision in the | ease requires the vendor to revise the
nont hl y paynent schedule to reflect the actual interest rates at which
certificates are sold; in no event, however, can paynents increase
fromthose agreed to in the final docunent. The agency, therefore,
can benefit fromlower interest rates. In the event COPs are sold,

t he agency mnust revi ew and approve the disclosure information --

i ncluding a description of the procurenent, the equipnent, the
contract ternms and the financial status of the state -- related to the
transacti on.

In contrast to the previous case studies, this exanple offered
the opportunity to review all the other bids in addition to that of
t he successful bidder. Al bidders had to respond to the sane set of
techni cal specifications and had to agree to the sane | ease terns and
conditions. Equipnent costs bid (inclusive of maintenance, sales tax,
and admini strative costs) varied (ranging from$3.8 million to $5.5
mllion), the |lease rates offered ranged from7.0 percent to 7.65
percent. The Lessee sel ected the | owest equi prment cost bid, which had
a |l ease rate between the other two offers. 1In general, in a bundled
bid, the acquisition cost is the determning factor as to the | owest
bid. Al though an aggressive financing rate may marginally assist the
vendor in a tightly bid situation, the interest rate charged annual ly
is only a nodest percentage of the total annual paynent and,
accordi ngly, the equipnment cost is the major influence for award.
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CASE STUDY NO 10

GENERAL | NFORVATI ON

Type of Transacti on:
Third-party Fi nanced Lease

Type of Lessee:
Large state institution

Type of Lessor:
Vendor's captive credit corporation

Underwriter:
None

I nvestor:
Vendor's captive credit corporation

Escr ow Agent:
None

Legal Opi ni ons:
None

Mar ket i ng:
None

TRANSACTI ON STRUCTURE:

Asset :
Mai nframe conputer upgrade, capitalized construction costs for
conputer room

Asset Cost (in mllions):
$4. 136 (including sal es tax)

Lease Term and Paynent Frequency:
60 nmonths in arrears

Ef fective Interest Rate/Paynent:
7.1% nonthly payments vary based | essee's cash flow requirenents

Prepaynment Opti on:
Yes, at any tinme during | ease term

Prepayment Prem um added to Purchase Option Schedul e:
Unknown
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Enhancenent :
None

Rat i ngs:
None

DOCUVMENTATI ON

Lease Agreenent
Lease- Purchase Agreenent

Terns and Condi ti ons

Non- appropri ati on:
Yes, with 45 days notice

Non- substitution:
Yes, for 45 days

Abat enent ;
No

Rental Interruption Insurance:
Not required

Titlel/ Security Interest:

Title with | essee; | essee grants security interest in all
equi pnent, repairs, replacenents or nodifications thereto

I nsur ance:

Agai nst fire and associated perils for not |less than replacenent
of the asset; public liability; both personal injury and property
danmage; | essee agrees to provide certificate of insurance

Tax Conpl i ance:

Lessee agrees to conply with all applicable laws and will not use
or permt asset's use by any entity whose use would result in the
| oss of exenption fromfederal incone tax

Net Lease:
Yes

Assi gnnent :
Lessor may assign but prior witten approval of |essee is
required for an assignment involving a public offering

Def aul t:

Event s

1) For failure to pay after 30 days witten notice

2) Failure to performany other material provisions after 60 days
notice
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3) Lessee abandonnent of asset

Renedi es

Lessor has right to exercise one or nore of the foll ow ng:

1) Declare all anmounts due for current fiscal year

2) Terminate the | ease, enter and retake the asset

3) Sell, lease, or sublease asset for the account of |essee,
hol ding | essee liable for all rental paynents due, |ess any
anmounts received fromsale, |ease or subl ease

4) Take actions at law or in equity

O her Document s/ Attachnment s/ Exhibits

Pur chase O der
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SUMVARY: CASE STUDY NO 10 -- A LEASE FI NANCED BY A CAPTI VE CREDI T
CORPORATI ON

Al t hough this case study is also for a mainframe conputer, it has
several distinctions fromthe previous case study. First, the termis
for 60 nonths, which for a mainfrane is a typical term the previous
exanple had a 48-nmonth term In addition to the hardware, this
transaction includes the construction of a conputer room There is no
trade-in involved; indeed, since the hardware was an upgrade to an
existing system it is doubtful that an independent equi pnent bid
coul d be sought. Therefore, the financing was the principa
conpetitive factor and the successful financing source/lessor was the
vendor's captive credit corporation

The paynent schedul e does not consist of equal |ease paynents but
rather reflects the Lessee's projected revenues avail able for |ease
paynments during the lease term The Lessee specifically stated the
amount of noney it would be able to pay for the first 54 nonths of the
| ease (different amounts in each of the five fiscal years) and all owed
the Lessor the opportunity to differentiate itself by setting the
paynment amount for the final six nonths to conplete repaynent of the
loan, including interest and all fees. By accepting dramatically
different | ease paynents in each fiscal year, this transaction
exhibits the flexibility that |easing can provide.

The Lessee's basis of award was the determ nation of the |owest
total repaynment arrived at by totaling the 60 nonthly paynments. 1In
this case, since the first 54 nonths' paynents were the sane for al
fi nanci ng sources, the |ast six paynents were the deciding factor.

As in the previous case, the Lessee provided a | ease agreenent to
which all bidders were asked to agree. The terns of the |ease are
relatively sinple, brief (fewer than 10 pages), and straight forward:
non- appropriati ons | anguage, non-substitution for 45 days, net |ease,
and essential equipnent. The Lessee has the option to prepay
al t hough, since a paynent schedule was not reviewed, it is not known
what, if any, prem um nmay have been included. The |ease does not
specifically preclude a prepaynment prem umas was the case in the
previously revi ewed | ease.

Commentary. The docunentation for this transaction is the
standard | ease docunent used by this Lessee for all of its equi pnent
| eases. It consists of a short-formlease with mnimal tax covenants
and ot her representations. It is unclear fromthe docunents whet her
the lease itself was formally signed or was merely incorporated by
reference into the purchase order issued by the Lessee to the Lessor.

The purchase order includes the financing ternms and equi prment
descriptions, but contains mninmal other provisions. Wile this type
of docunent ati on package can provi de benefits in reduced transaction
costs for the | essee and lessor, it may present deficiencies in the
event of non-appropriation or default, given the brief sumrary of the
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parties' intent for handling such circunstances. The fact that the
Lessor likely retained the |l ease for its portfolio may have di m ni shed
sonme of these concerns. However, since the Lessee nmandated use of its
docunent ati on, none of the bidders had any flexibility in handling the
deficiencies, which indirectly could assist a bidder retaining the
lease inits ow portfolio. Al potential financing sources (whether
brokers or direct investors) had to price the transaction based upon
the sane terns and conditions.

The financing bid in this case was separate fromthat for the
equi pment, but it is not known whether this represents a policy
deci sion of the Lessee. However, since the equi pnent being acquired
was an upgrade to existing equipnent, a conpetitive equi prent bid was
not practical. That the vendor's captive credit corporation provided
the financing is not in and of itself unusual (particularly involving
upgrades or enhancenents to existing systens). Wat is noteworthy is
its aggressive financing at rates relatively close to retail rates
sold to individual investors. Had the situation been a bundl ed bid,
it is unclear whether the Lessee woul d have received such advant ageous
financing rates fromthis Lessor.

11-54



GENERAL OBSERVATI ONS AND SUMVARY

The case studies were sufficiently diverse in ternms of funding
dates, anortization periods, credit quality, and type of asset, to
make a direct conparison of economics inpractical. In general, it
appears that the | eases provided flexibility to the | essees, allow ng
themto finance their capital needs.

Sone broad concl usions can be drawn, however. In general, the
smal l er size and shorter-termtransactions (and particularly those for
mul ti-asset acquisitions of nodest dollar anpbunts) tend to be nore
expensive froman interest perspective to the | essee, given higher
transaction costs for the | essor, which nust be spread over fewer
dollars and | ease paynents as well as the likelihood of multiple
takedowns. A larger financing tends to attract nore highly devel oped
capital sources (such as large investnment banking firnms) than a
smal l er transaction and a | onger termtransaction may permt nore
gradual anortization of transaction costs. This should provide a
lower, nore efficient financing cost to the | essee.

The | ease line of credit transaction denonstrates a solution to
this problem by aggregating smaller | ease schedul es (which
traditionally woul d have higher interest rates) into a |arger program
to achi eve econom es of scale. A |ease pool involving nore than one
| essee may be able to achieve simlar economies. |In this regard, the
nore efficient prograns involve |arger-size fundings using a
certificate of participation format and a not- for-profit |essor to
reduce i ssuance costs. These may al so involve credit enhancenent,
dependi ng upon the underlying strength of the | essee and whet her the
interest rate savings justifies the cost of the enhancenent. However,
timng is critical to any effective inplenentation. To the extent
that deliveries cannot be aggregated or financings cannot be approved
by prospective | essees within a simlar period, the pool or |ease |line
of credit actually may have a higher cost of financing (after
accounting for all transaction expenses) than a privately pl aced
| ease.

Longer-termtransactions also, in general, are nore efficient
froma financi ng standpoint than shorter-term | eases because
transaction costs can be anortized over a |onger period and,
therefore, becone | ess of a conponent of each paynent. However, this
is not neant to inply that a market for short-termtransacti ons does
not exist. Due to recently fluctuating interest rates, many investors
are seeking shorter maturities. (The outconme of these seem ngly
contradictory statenents is that | eases of al nbst any size can be
financed.)

In summary, the case studies denonstrate certain factors to be
considered in any | ease program As a general rule, the better the
credit and the nore essential the asset, the nore cost effective the
financing. Regardless of the nunber of participants, structure or
type of asset, the credit of the |lessee is a principal driving force
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torate and ratability. Secondly, each lessor will analyze the
financing differently, given differing internal cost structures and
equi pnent preferences. Participation froma w de range of the
muni ci pal | easing comunity (Il essors, brokers, underwiters, etc.) is
essential to obtain a representative bid. Third, a conpetitive
financing bid separate fromthe asset procurenent will concentrate the
focus on the financing terns and rate, allowing the | essee the benefit
of both a low financing cost and a | ow acqui sition cost. And,

finally, there is no substitute for a well-concei ved and executed
project. The nore essential the asset and the nore integrated its use
in provision of governnmental services, the lower the risk of non-
appropriation or default.
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PART THREE

THE FUTURE OF LEASI NG




THE FUTURE OF LEASI NG I N CALI FORNI A

Governnents are faced with continuing demands for new capita
projects as well as repairs to existing capital assets and the need
for new equi prent will continue. G ven the on-going conplexities of
aut hori zi ng general obligation bonds by |ocal governnents and the
State's limted resources, tax-exenpt leasing is likely to continue as
a reliable financing mechani smfor sone time.

On a national scale (as well as in California), the use of
| easi ng seens to be holding steady or slightly increasing. Lessees,
| essors, investors and credit anal ysts are becom ng nore confortable
with | ease provisions and risks.

There are some precautions, however. Even though a tax-exenpt
| ease is not legally considered debt, it does factor into the analysis
of a governnent's creditworthiness. Wanton use of |easing can have a
detrinmental effect on the governnent's financial health. Further
i ncreasi ng operating expenses, such as | ease paynents, wll nake any
deficits nore difficult to elimnate, unless a conscious review of
overal |l capital needs is conducted.
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APPENDI X A

A ossary



GLOSSARY OF TERMS

This glossary is designed fromthe perspective of the tax- exenpt
| easing industry. The glossary defines nany terns that also apply to
muni ci pal bonds and defines others that have specific neaning for tax-
exenpt | eases. Tax-exenpt |easing term nology nmay vary by transaction
structure, the types of parties involved, and even by the individuals
invol ved. For instance, one |essor may request that a | essee execute
an acceptance certificate; another may require an acceptance letter.
In either case, the docunent serves the same purpose.

The ternms that appear within the definitions in boldface are
defi ned el sewhere in the glossary; certain conmonly used phrases such
as asset, |lessee and lessor, are not highlighted at each of their
references. Refer to the California Debt |ssuance Priner, published
by CDAC, for additional definitions that apply to the tax-exenpt
mar ket in general.

Abatenent -- a | egal concept whereby the | essee reduces its rent
proportionately or totally to the extent it does not have use of the

| eased asset. For tax-exenpt |eases, in California and sone other
states, a lessee is not required to make rental paynents w thout use
of the | eased asset, permtting a termnation of rent. Sone |eases
allow a | essee to abate partial paynents if use of the asset is
limted. Lessor(s)/investor(s) are likely to protect their interests
in | eases that contai n abatenent provisions by requiring the | essee to
mai ntain casualty and rental interruption insurance.

Abat enent Lease -- a type of multi-year tax-exenpt |ease whereby the

| essee can conmt to nmake | ease paynents for the entire | ease term

unl ess the | eased asset is not available for use, in which case
abatement occurs. (This contrasts with a tax-exenpt |ease with a non-
appropriations cl ause.)

Accel eration of Rents -- also called rental acceleration; an option,
found in sone tax-exenpt |eases and exerci sable upon a | essee default,
that allows the Lessor (or its Assignees) to declare all future
rental s then due and payabl e.

Acceptance Certificate -- a certificate to be signed by the | essee
confirmng that a | eased asset has been fully delivered, inspected,
tested and accepted. By signing the acceptance certificate, the

| essee acknow edges receipt of the asset as ordered and that it is in
satisfactory operating condition. The acceptance certificate
frequently serves as the docunent that authorizes the |essor or the
trustee to make a paynent to the vendor for the | eased asset.
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Acceptance Date -- the date on which the | essee verifies that it has
received, inspected, tested and accepted as satisfactory the asset
under | ease. Sone |ease transactions use the acceptance date as the
date on which the | essee begins its | ease obligations.

Advance Funding -- a nethod of funding a | ease before | essee

acceptance of the | eased asset. Lease proceeds are placed in an
escrow account until they are authorized be disbursed to the vendor(s)
or contractors.

Advance Paynent -- also called paynent in advance; a paynent structure
in which the | ease paynent is due at the beginning of each period to
whi ch the paynment relates, as opposed to paynent in arrears. In some

| eases, an advance paynent may al so refer to the paynent of one or
nore periodic | ease paynents upon | ease commencenent in the formof or
inlieu of a security deposit or downpaynent.

Anortization -- the gradual reduction, redenption or |iquidation of
t he bal ance (outstanding principal) of an obligation.

Arbitrage -- the interest earned as a result of the difference between
the interest rate at which funds are borrowed and the rate at which
they are invested. The Internal Revenue Code (as anended), with sone
exceptions requires the rebate to the US Treasury of nost arbitrage
earni ngs of tax-exenpt borrowers. Arbitrage restrictions nmust be
addressed in the structuring of certificates of participation as well
as in other tax-exenpt |ease transactions in which | ease proceeds are
funded and escrowed in advance for the benefit of the | essee. A ngjor
exception to the rebate requirenment was adopted in the 1989 anendnents
to the Internal Revenue Code. This exception permts a governnent
that borrows funds (including through a | ease transaction) for the

pur pose of a "construction” project to retain arbitrage earnings for
up to a two-year period, subject to certain spending tests.

Arbitrage Certificate -- a certificate of |essee prepared by the

| essor's counsel, bond counsel, or tax counsel confirmng that the

t ax- exenpt | ease and investnent of any proceeds will not violate
arbitrage rules under the Internal Revenue Code. Al so known as a No-
arbitrage Certificate or a Certificate as to Arbitrage.

Arrears -- also called paynent in arrears; a |ease paynent structure
where paynent is due at the end of each period to which the paynent
rel ates, as opposed to advance paynent. Paynents in arrears are nore
typical for tax-exenpt |eases.

Asset -- the itens of personal or real property being acquired by the
| essee through paynments over a period of tinme pursuant to the tax-
exenpt | ease.

Asset - Based Transfer -- see Sal e-1 easeback

Assignee -- the party to which an assignnent i s nade.
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Assignment -- a transfer of legal rights to another; typically, in a

t ax- exenpt | ease involving the transfer of the | ease and rental
paynments fromthe |l essor to a paying agent or trustee acting on behal f
of the investors or to the investors directly. An assignnent may al so
be used where one investor transfers its interest in the |ease to

anot her, especially comon in COP transactions. GCenerally, the | essee
wi Il be asked to nom nally approve and acknow edge any and al
assignnments made by the |l essor. However, nost | essees are thensel ves
prohibited fromassigning their rights in or responsibility for a

| eased asset to another party. |If assignnent by the lessee is
permtted, the lessee is required to obtain the consent of the | essor
and to continue to conply with IRC restrictions relative to the

fi nanci ng.

Bank- Affiliated Leasing Conpany -- a subsidiary of a bank or bank
hol di ng conpany that is active as a |l essor, frequently acting both as
| essor, |ease broker and/or underwiter.

Bank Qualified -- under current provisions of the Internal Revenue
Code, commerci al banks can deduct 80% of their interest costs on funds
used to acquire or "carry" tax-exenpt obligations (bonds and | eases)
of governments that borrow no nore than $10 mllion in a cal endar
year; otherwi se, the interest cost is not deductible by the bank. The
availability of the interest deduction on bank qualified | eases nakes
themnore attractive to comercial banks than obligations of |arger

i ssuers. Commercial banks may invest in non-bank qualified | eases but
the | oss of the deduction for interest costs on funds borrowed by the
bank for the initial investnent in the | ease, requires additiona
conmpensation through a higher interest rate in the lease than in a
smal | er bank qualified transaction.

Basis Point -- an anount equal to one one-hundredth of one percent
(.0001); a shorthand expression to describe differences in interest
rates, e.g., the difference between 7.00% and 7.10%is ten basis
poi nts.

Blue Sky Laws -- statutes enacted by state governments that relate to

securities registration and prohibitions against fraud, deal er and
br oker regul ati ons.

Bond Qpi nion -- the opinion of counsel specializing in nunicipal bonds
and ot her tax-exenpt transactions that the | ease transaction is |egal
valid and binding on the | essee. The bond opinion nmay al so

i ncorporate the tax opinion. Lease transactions for small dollar
amounts frequently do not have a bond opinion. In |arger
transactions, bond counsel nmay al so provide a 10b-5 opi nion respecting
conpliance with securities |aws and disclosure requirenents. Mst
wel | - known bond counsel are listed in a section of The Bond Buyer's
Directory of Miunicipal Dealers of the United States, informally known
as the "Red Book. "
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Book Entry Registration -- refers to the systemof registration of

t ax- exenpt securities, generally publicly traded, including |ease

fi nanci ngs, whereby individual securities (bonds or certificates) are
not issued to investors. Instead, a record is maintained by an

i ndependent conpany that records the ownership of securities by
nmenbers of the conpany, usually underwiters or financial
institutions. These nenbers (or "participants") are then responsible
for the identification of the actual investors through the brokerage
or trust accounts naintained by those nenbers. The | argest

i ndependent conpany perform ng "book entry" services is Depository
Trust Conpany of New York; securities qualified as registered for book
entry sonetines are called DIC eligible.

Call -- an option provided to the | essee to prepay the principa

bal ance, accrued interest, and any prepaynent prenm um at specific
dates during the |l ease termwhich are earlier than the normal maturity
dat e.

Call Protection -- refers to the period of tinme during which a tax-
exenpt | ease cannot be prepaid; during this period, the investor is
assured his yield and his investnent is protected fromearly
termination. This is simlar to protections provided i nvestors

agai nst early redenption of bonds. The investnent community al so uses
this terminformally to nmean the paynment prem um

Capital Lease -- an accounting termfor a | ease that provides to the
| essee all of the rights and obligations to an asset on a basis

simlar to circunstances had the | essee purchased the asset on a
conditional sale or installnent purchase basis. Under FASB St at enent

13, alease is a capital lease if it neets one or nore of the
followng criteria: ownership of the asset is transferred to the
| essee by the end of the lease termy it has an option to purchase the

asset at a bargain price (frequently $1.00); the | ease termequals 75
percent or nore of the useful life of the | eased asset; or the present

val ue of the | ease paynments, including any purchase price, equals at
| east 90 percent of the fair market value of the asset at the start of
the | ease term

Capitalized Interest -- bond or | ease proceeds that are reserved to
pay interest for a period of tinme early in the termof the issue. In
construction projects, interest frequently is capitalized through the
construction period until the project is accepted by the |essee.

Captive Credit Corporation -- a wholly owned subsidiary of a corporate
organi zation (usually a vendor) that |ease finances the products of
t he parent corporation.

Certificate of Participation (COPs) -- a nethod of structuring and
distributing tax-exenpt |eases to investors by dividing the rental
paynents and | ease into fractionalized interests or shares for

i ndividual sale to investors. The share is represented by a fornal
certificate, rmuch like a bond. COPs can be placed privately or sold
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publicly. COPs generally are sold for large asset financing and tend
to be used nore for real property rather than personal property

acqui sitions. The volune of COPs has increased significantly in the
| ast several years with an estimted 50 percent of such offerings
originating in California.

Certificate of Title -- an instrument, nornally issued by state notor
vehi cl e departnents, evidencing title to a notor vehicle. The
certificate of title nay either show the | essor as owner or it may
note the I essor as a secured party and the | essee as owner. Physica
possession of certificate of title may remain with the trustee.

Choi ce of Law O ause -- a clause generally found in the m scell aneous
provi sions of |ease specifying that the |aws of a specified
jurisdiction will govern in construing the | ease.

d osing Costs -- see |Issuance Costs.

Cosing Date -- also known as issuance date; the date on which the

| essor or investor provides funds equal to the principal anount of the
| ease either to the trustee for subsequent transmttal to the
vendor(s) or to the vendor directly. This termis nost conmonly
associated with arge COPs transactions where the execution of
docunents occurs in a formal manner simlar to bond cl osings.

Conmitrment Fee -- a fee sonmetines required by the lessor fromthe date
it commits to act as | essor and finance the assets under the |ease,
until the final funding date. This fee is nost comonly applied in a
transaction where there is a lengthy period between the conm tnent by
the | essor and the actual funding date. The fee ensures availability
of the funds, and in certain instances, availability of a specified
interest rate. The commtnent fee frequently is refunded by applying
an equal anmount as a reduction of the |lessee's first |ease paynent.
Paynment of a commitnment fee may not be allowed under |ocal or state

| aw where paynents can only be nade if the asset is available for use
by the | essee.

Competitive Bid -- the response nade by a vendor, contractor or
financial service provider to a request for bid proposal, usually
i ssued by a governnental unit. |In tax-exenpt |easing, the term

usual | y descri bes how a vendor of an asset is selected but may al so
descri be how the | ease financing is selected, particularly anong
smal | -dol lar volune privately placed | ease agreenents or vendor |ease
agreenent s.

Conpetitive Sale -- a termdescribing a nethod of selling financial
obligations (including tax-exenpt bonds, |eases or COPs) to the bidder
presenting the best sealed bid (in terns of price and conpliance with
the transaction specifications) at the time and pl ace specified by the
i ssuer/| essee (as opposed to a negotiated sale.)
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Concl udi ng Payment -- in a conditional sales agreenent (where title to
the asset is transferred to the | essee at inception of the |ease),
this sumis payable by | essee to conclude or termnate the | ease. It
wi Il include the outstanding principal, accrued interest, and any
prepaynment prem um

Condi ti onal Sal es Agreenent -- a standard form of financing agreenent
whereby a buyer acquires the immedi ate use of an asset (and title
thereto) and the seller retains a security interest in the asset and
t he buyer agrees to pay the seller a series of paynents equal to the
cost of the asset plus interest. Therefore, the transfer of title is
conditionally subject to future paynments. This is distinguished from
an installment sale where the seller retains title until all

install ment paynents are nade. |In both fornms of sale, for federal tax
purposes, the Internal Revenue Code treats the asset as owned by the
purchaser with paynents to the seller constituting principal and
interest; for a governmental purchaser, interest usually is tax-
exenpt. This termis sonmetinmes used interchangeably with the term
tax- exenpt |ease; however, in California, there is an inportant

di stinction between the two (e.g., a lease is constitutionally |egal
and a conditional sale is not unless it is secured by a special fund.)

Contractor -- see also vendor; a termusually describing the party
responsi ble for the construction of the real property inprovenents to
be financed under the |ease.

Credit Enhancenent -- a way to protect investors frominvestnent risks
by having a third party provide insurance, a guaranty, or additiona
collateral (e.g., a letter of credit or guaranteed investnent (AC to
ensure performance by the | essee of its obligations under the | ease.
The investors and any rating agencies will evaluate the credit based
upon the party providing the enhancenent; assuming this party has a

hi gher credit rating than the | essee, the rating of the overal
transaction will be inproved, resulting in a lower interest cost to
the lessee. A credit enhancenent usually provi des assurances to the

i nvestor against the risks of non-appropriation or abatenent as well
as against the credit risk of the |essee.

Credit Enhancenent Provider -- the party supplying the credit
enhancement .

Credit Rating -- an independent appraisal of the credit quality of a
bond issue or lease, usually supplied by a credit rating agency.

Credit Rating Agency -- an organization that anal yzes new and

out standi ng obligations of the public and private sectors and assigns
arating as to their conparative credit quality to help investors nmake
their decisions as to the rate at which they will loan funds. The
three | argest organi zations are Mody's Investors Service, Standard &
Poor's Corporation and Fitch I nvestors Service.
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Cross-Default Provision -- a clause, if included in a | ease, which
states that if an event of default arises in other obligations of the
| essee, it becomes an event of default under the |ease.

Debt -- an obligation arising fromthe borrowi ng of noney to be repaid
over a period of time, and if over a nulti-year period, subject to
state and | ocal constitutional provisions, statutes, and judicial and
adm nistrative determnations. In California, tax-exenpt |eases with
non- appropri ati on or abatenent clauses are not considered debt under
the O fner-Dean series of court cases.

Default -- the failure of the | essee to pay paynents or other suns or
obl i gati ons when due under the | ease or failure to observe a
representation or warranty in the | ease or violation of a covenant in
the |l ease, and the expiration of applicable periods to cure the
default. An event of non-appropriation or abatenment is not normally
consi dered an event of default, even when the renedies are
substantially simlar for each event.

Def easance -- the termnation of the obligations of a issuer/lessee by
providing for the full prepaynent of its obligations. Frequently, a
properly docunented, usually larger, tax-exenpt |ease can be defeased
(like a bond) by the deposit of sufficient funds with a trustee to pay
the future | ease obligations until maturity or until the first date
permtted for prepaynent of the |ease. Depending upon the structure,

t he amount of funds to be deposited nay be determ ned by giving effect
to investnent earnings to be derived fromthe funds deposited,
particularly when investnents are nade for stated maturities and at
pre-determ ned rates. Defeasance is different than prepaynent because
al though the | essee's obligations are fully satisfied, the | ease and
the related certificates remain outstanding to be paid later fromthe
funds deposited, avoding any prepaynent premumor simlar obligation.
Def easance usually occurs if a | essee wishes to discharge its
obligations before the call protection period has expired and assum ng
the | ease specifically permts such actions.

Del phi s- Hanover Scal e -- an index which is published regularly and
reports the current level of interest rates applicable to nunicipa
securities of various rated quality and term

Di sclainmer of Warranties -- a reference to typical provisions of tax-
exenpt | eases under which a | essor, who is not a vendor, wll disclaim
(reject) any and all responsibility for the suitability or performance
of the assets selected by the | essee to be financed under the | ease
agr eenent .

Di sclosure -- information provided on the issuer/lessee, to permt an
investor to evaluate the creditworthiness of the issuer/lessee, the
ri sks associated with the financing, and the appropriate yield
required by the investor for the investnent. The information nust

i nclude financial data. Under a 1989 rule of the federal Securities
and Exchange Conmi ssion (Rule 15c2-12), the timng and filing of
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di scl osure statements relating to tax-exenpt financings have been
regul ated. Disclosure is usually provided through an official or
of fering statenent or for private offerings, a private placenent
menor andum

Effective Interest Rate -- see also inplicit rate; the rate of

i nterest payable by the | essee taking into account accrued and
capitalized interest, issuance costs, discounts and prem uns. (As
opposed to Nomi nal Interest Rate.)

Enterprise Lease -- see Lease Revenue Bond.

Envi ronnental Law Opinion -- an opinion of counsel (specializing in
envi ronnent al and hazar dous substances |aw), which nmay be required in
some real property financings, respecting the environnmental or toxic
substances liabilities associated with the property being financed.
Omners of real property (and potentially their |enders) may incur
liabilities to remedi ate hazardous substances present or associ ated
with the property.

Equi prment Schedul e -- the schedule or exhibit to a | ease which
identifies the property being | eased.

Escrow Agent -- also known as trustee; usually a financial institution
that provides adm nistrative services, through an escrow agreenent,
for the benefit of the parties to a financing including the execution
and delivery of COPs, the safekeeping of proceeds, and hol di ng

physi cal possession of title docunents for the | eased asset.
Dependi ng on the | ease structure, the escrow agent nmay have ot her
responsibilities such as disbursenent of funds to vendors, investnent
of reserve and acquisition funds (until delivery or construction is
conpl eted) and arbitrage calculations. In COPs, the escrow agent's
role may al so include the collection of |ease paynents fromthe

| essee(s) and the regul ar di sbursenment of paynents of principal and
interest to investors.

Escrow Agreenent -- also known as a Trust Agreenent; a |egal docunent
that outlines the duties and responsibilities of the escrow agent.
Thi s agreenent specifies the ternms of the securities issued including
maturity dates, interest rates, security for paynent, redenption
procedures, rights of prepaynent, etc. Wen transaction proceeds are
to be held by the escrow agent, the agreenent specifies the purpose,
t he docunments and aut hori zati on needed for disbursenment, and dictates
the use of earnings on funds held prior to disbursement. The
agreenent al so covers other procedural matters such as dealings with a
credit enhancenent provider, conpensation or replacenment of escrow
agent, etc.

Essential Use Certificate -- a certificate executed by the | essee
indicating that the asset being |leased is essential to the | essee's

governnental purposes and daily activities. Lessors in alnost all
t ax- exenpt | ease transactions with a non- appropriations provision
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require confirmation of essential use fromthe | essee, either through
a representation in the | ease or a separate certificate, or both. In
addition, for sone transactions, |essees may al so be required to
provide a project feasibility study and certify the feasibility of the
| eased asset as well as its essentiality.

FASB Statenent 13 -- the formal pronouncenent of FASB relating to

| eases and their accounting applications; the GASB has specified that
FASB Statement 13 is the standard by which governments using generally
accepted accounting principles are to report and account for their

| ease transactions.

Feasibility Study -- a report analyzing the practicality of a proposed
facility including review of operating, financial, engineering, and
revenue estimates.

Fi nanci al Accounting Standards Board (FASB) -- the independent non-
profit organization supported by the public accounting profession and
charged with the responsibility of promul gating generally accepted
accounting principles.

Fi nanci al Advisor (FA) -- a consultant to a | essee who provides
assistance in the structure, timng, terns and other topics concerning
new or existing | eases. A financial advisor also assists a |essee in
anal yzi ng conpetitive bids received in response to a request for
proposal or in the preparation of a prelimnary official statenent
needed for conpetitive sale.

Fi nanci ng Statenment -- see UCC-1 Financing Statenent.

Form 8038, 8038-G 8038-CGC, 8038-T -- forns of the Internal Revenue
Service that governnental borrowers (including | essees) nust conplete
to report on the issuance of tax-exenpt securities, their genera

pur pose, their general financial terns, the exenption used for tax-
exenpt private activity bonds, and to transmt arbitrage rebate
amounts to the IRS

Full Service Lease -- an operating |lease in which asset nmai ntenance or
other service is the responsibility of the |essor

Funding Date -- the date on which funds are transferred fromthe

i nvestor(s) to the vendor(s), or trustee if the | essee has not
accepted the asset. Frequently, the closing date, funding date, and
accept ance date occur sinultaneously.

Fundi ng Resolution -- the action taken by a governi ng body that
aut hori zes the government to enter into a | ease financing.

Cover nment Accounting Standards Board (GASB) -- the standard- setting
body for governnental accounting.
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Governnment Fi nance Oficers Association (GFQA) -- a non-profit
organi zation that represents state and | ocal finance professionals in
the United States and Canada. Beginning in 1976, the GFQA, fornerly

t he Municipal Finance Oficers Association, has been in the forefront
of promul gating voluntary disclosure guidelines for the issuance of

t ax- exenpt securities.

Covernnental Bonds -- a termused in connection with federal arbitrage
regul ati ons neani ng obligations (bonds or |eases) that are not private
activity bonds.

Hel | -or-H gh Water O ause -- a clause contained in nobst tax- exenpt

| eases that holds the | essee responsible for its | ease paynents and
all other obligations under the | ease regardl ess of the status of the
| eased asset or any dispute between the | essee and any other party.
Thi s cl ause does not prevent the | essee fromexercising its right to
non-appropriate. In sone states, such as California, the lease is
altered to permt the |essee to termnate rental paynents pursuant to
an abatenment cl ause.

Implicit Rate -- also called the effective interest rate; the interest
rate at which the present value of all paynments nade by the | essee,

i ncludi ng i ssuance costs and all rent paynents, will equal the asset
cost.

I ncunbency Certificate -- a docunent executed by the | essee (usually
the | essee's board secretary or clerk) that indicates the title and
authority (as well as providing facsim|le signatures) of persons

aut horized to execute and deliver the | ease and ot her docunents or

i nstrunents.

Indermity O ause -- a clause contained in nost tax-exenpt |eases that
hol ds the | essor, trustee and credit enhancenent provider harni ess
fromany | oss or damage suffered by the | essee or third parties due to
the use of or because of the | eased asset or the tax-exenpt |ease;
such cl auses nmay al so extend to facts and circunstances concerning the
t ax- exenpt nature of interest under the |ease.

I ndependent Lessor -- a lessor that is not affiliated with a bank
credit corporation or any other organization or corporation. The

i ndependent | essor mght be an investor using its own funds or it
m ght be a | ease broker using funds received or to be received from

ot her investors.

Instal |l ment Sal es Agreenent -- see Conditional Sales Agreenent and
Lease Revenue Bond.

I nsured Value -- the value at which assets are insured for casualty

pur poses under the | ease; usually defined to include, at a mni num
t he outstandi ng principal, accrued interest and any prepaynment
prem um
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Integration Clause -- a clause generally found in the m scell aneous
provi sions of the | ease specifying that the |anguage in the |ease
docunents (as to specific terns provided in such docunents) controls
over any and all oral or witten understandings or arrangenents
respecting such itens prior to execution of the |ease.

Interest -- conpensation paid for the use of noney or the return on
i nvestment fromnoney invested or lent; the interest rate is the
i nterest charge expressed as a percentage of principal.

Internal Revenue Code (IRC) -- the codification of federal tax | aws
enforced by the U S. governnment's Internal Revenue Servi ce.

Investor -- in a tax-exenpt |ease, the party that provides the funds
to pay for the | eased asset and benefits fromthe tax- exenpt interest
whether directly as a single investor or in concert with many

i nvestors as a purchaser of certificates of participation.

| ssuance Costs -- costs associated with closing and funding the
principal anmount of the |ease including, but not Iimted to, fees for
t he bond, tax and securities counsel, printing costs, credit
enhancenent costs (if any), credit rating costs (if any),
underwiter's discount (as applicable), financial advisor or other
prof essional fees, governnental filing costs (if any) and, where
appropriate, costs of feasibility studies.

| ssuance Date -- see d osing Date.
| ssuer -- see Lessee.
Joint Powers Authority -- a public authority created by a joint

exerci se of powers agreenent between any two or nore governnenta
agencies. An authority can performany function which all parties to
t he agreenent can performindependently and which will be of benefit
to all parties. Such authorities are unique to California.

Lease Broker -- wusually an independent |easing conpany that negoti ates
| eases between | essees and investors. A |ease broker may serve as
nom nal | essor or may underwite or guarantee the financing. In

ei ther case, the broker assigns its rights and interests in the |ease
to an investor.

Lease Line of Credit -- an arrangenent that allows a | essee to nake
periodic withdrawals froma line of credit established to finance

| ease acquisitions. The arrangenent is docunented as a single tax-
exenpt |ease with nmultiple equi pment schedul es. A schedule is executed
for and at the time of each acquisition by the | essee.

Adm nistratively, a line of credit elimnates the docunentation hurdle
of separate | eases on smaller-valued assets and ensures a conti nued
fundi ng source at rates conpetitive with larger transactions. A |ease
line of credit is typically utilized in larger dollar financings with
extended or variable delivery schedules or in | ease pools.
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Lease Pool -- an arrangenent whereby a nunber of unrel ated tax- exenpt
| eases are grouped together for purposes of a single public offering.
The governnents are usually simlar in nature (e.g., school districts)
and are brought together through some conmon interest association.

The | ease pool is different than a nmaster |ease which groups the

| easi ng needs of several departnments or agencies in a single

i ssuer/| essee, such as a state or county.

Lease- Purchase Agreenment -- see tax-exenpt |ease

Lease Revenue Bond -- also referred to as | ease-backed revenue bond; a
bond having as its repaynment source a | ease to which project revenues
have been pl edged for naki ng regul ar paynents, although the source of

| ease paynments may al so include CGeneral Fund revenues. 1In California,
such | eases are frequently referred to as enterprise |eases,

i nstal | nent sal es agreenents, or special fund | eases.

Lease Term-- the length of tine during which the | essee has an

obligation to make rental paynents. The term should coincide with or
be shorter than the useful life of the asset being | eased.

Lessee -- also called the issuer; in a tax-exenpt |ease, the lessee is
a unit of government otherw se qualified to issue tax- exenpt

obl i gations which finances the acquisition of assets through the tax-
exenpt | ease by paying specified suns of interest and principal for a
pre-determ ned period. 1In an operating |ease, the | essee only uses
the asset for a period of time and returns it to the lessor. To be

t ax- exenpt, the | essee nust be a qualifying governnental entity under
the I RC

Lessee's Counsel -- the attorney who provides the opinion to the

| essor (and, as applicable, the assignee, paying agent, or trustee)
that the | essee is a governmental entity, is authorized to enter into
the transaction, that it has done so legally, that the officials
executing the | ease have the authority to do so, that the lease is in
conpliance with all procurenment and other regul ations, and that the
transaction is legal, valid and binding on the | essee.

Lessor -- in a tax-exenpt |ease, the secured party (see security
interest) that nmay provide the funds and act as investor or that nmay
assign its interest in the | eased property to another party for these
purposes. If the lessor is also the investor, the | essor benefits
fromtax-exenpt incone. 1In an operating | ease, the | essor owns the
asset and derives the tax benefits of ownership which include, as
appl i cabl e, depreciation.

Lessor's Counsel -- the attorney who provides the opinion that the

| essor's involvenent in the | ease has been properly authorized and has
been or will be entered into in conpliance with | essor's corporate
docunents and procedures. Opinion of |essor's counsel is not provided
in all |leases, especially in smaller dollar-volunme transactions.
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Letter of Credit -- see also credit enhancenent; a credit facility
froma financial institution in which the institution agrees to

provi de specified funds to neet paynents due under a tax-exenpt |ease,
if the | essee does not nmake those paynents. A letter of credit is
used to allow the financial institution's credit rating to suppl enent
that of the issuer and to provide additional security that noney wl |
be avail able to pay | ease paynents. The financial institutionis
typically reinbursed for any funds drawn by the issuer or by a
security interest in the asset.

Marketability -- a termused to indicate how readily an obligation can
be sold to |l essors or investors. Also called financeability.

Mast er Lease -- an arrangenent that involves one | ease docunent for
the acquisition of different types of assets at different tines by one
| essee or agencies and departnents of one | essee.

Muni ci pal Securities Rul emaking Board (MSRB) -- an independent, self-
regul atory organization established by federal |law with genera

rul emaki ng authority municipal securities market participants
(general ly, brokers and dealers). The MSRB proposes and adopts rul es
concerni ng professional qualifications standards, rules of fair
practice, record keeping, the scope and frequency of conpliance

exam nations, the formand content of nunicipal bond quotations, and
sales to related portfolios during the underwiting period.

Negotiated Sale -- the nethod of selling obligations (including tax-
exenpt bonds, |eases or COPs) where the terns of the obligation, in

particular the interest rate, are negotiated between the | essee and
the financing source (as opposed to conpetitive sale).

Net Interest Cost -- a technical neasure of the interest cost of a
| ease or bond derived by adding together all interest paynents for the
termof the issue or |ease and dividing that sumby the sumfor al

bonds of the anobunt of each bond multiplied by the nunber of years it
is outstanding. Net interest cost differs fromtrue interest cost in

that NI C doe not take into account the tinme value of noney.

Net Lease -- see Triple Net Lease.

No- Arbitrage Certificate -- see Arbitrage Certificate

Nomi nal Buyout -- a provision in sone tax-exenpt |eases that allows
the | essee to purchase the lessor's interest in the |ease at the end
of the lease termfor a "nomnal" price, usually $1.00.

Nom nal Interest Rate -- see effective interest rate; the rate of

interest often stated in a tax-exenpt |ease or quoted by a | essor
whi ch does not include the effect of issuance costs, discounts,

prem uns, or accrued and capitalized interest.
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Nom nal Lessor -- an entity brought into a tax-exenpt |ease
transaction for the sole purpose of acting as | essor and as a conduit
of acquiring the asset for lease to the | essee through the tax-exenpt
| ease. The nom nal |essor nmay be a private organization that is paid
for its services or may be a not-for- profit organization, such as an
exi sting devel opnent agency, or a corporation organized for the sole
pur pose of acting as lessor. The nom nal |essor has no
responsibilities for nor rights to the | eased asset.

Non- appropriations Clause -- a provision contained in sonme California
and nost non-California tax-exenpt |eases that allows a | essee to

di scontinue its | ease paynents if, in future years, funds are not
appropriated to nake | ease paynents (usually follow ng a best efforts
undertaking by the | essee to obtain the funds.) A lessee is not in
default under the lease if it non-appropriates. Due to this annua
condition placed on the obligation to pay rent, the courts in many
states view rental paynents as operating expenses under state | aw and,
therefore, not as debt. In the event of non-appropriation, the | essee
| oses use and possession of the asset.

Non- appropri ations Lease -- a type of tax-exenpt |ease in which the

| ease can be termnated if sufficient appropriations are unavail abl e
to continue its paynents. (This contrasts with an abatenent |ease.)

Non- substitution dause -- a provision contained in many tax-exenpt

| eases that restricts a | essee from substituting other equipnment or
property, or as applicable, fromobtaining the same equi pnent or
services fromthird-party vendors, to provide the services of the
assets for which paynents have been non-appropriated or abated. The
peri od during which a | essee cannot substitute can vary from one nonth
to a year or to the termof the original |ease.

oligation -- any witten prom se or commtnent to pay noney or take
certain actions.

Oficial Statement -- also called an G5 or Ofering Statement; the
docunent by which the issuer provides financial and other information
to potential investors respecting the transaction and the issuer to
permt nore educated investnment decisions. For privately placed
transactions, this docunment nmay al so be called a private placenent
menorandum In a conpetitive sale of COPs, the lessee and its

advi sors usually prepare a prelimnary official statenent (PQOS) which
is distributed to prospective bidders (underwiters) prior to the tine
designated for submtting sealed bids. After the transaction is
awarded, the final OSis prepared. In a negotiated sale of COPs, the
underwiter usually assists in preparing the CS and its distribution
to prospective investors prior to the pricing of the transaction. The
review and distribution of official statenments is discussed in the
SEC s Rule 15(c)2-12.

On-behal f O Agency -- see 63-20 Organi zation; a non-profit agency or
corporation organi zed to i ssue bonds or enter into | ease transactions
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on behal f of a governnent or a group of governnents. The property so
acqui red nust be owned by the establishing governnent(s).

(perating Lease -- a type of |ease that has none of the
characteristics of a capital |ease for accounting purposes. In an
operating | ease, the | essee has use of the | eased property but the

| essor retains ownership, including ownership for tax purposes. The
inplicit interest rate in an operating lease is at taxable rates and
paynents are considered rent (and not paynents of principal and
interest). The |lessee usually nmust agree to nmaintain and insure the
property and pay all property and sales taxes in the same manner as in
a tax-exenpt |lease. This type of lease is frequently used for assets
that the | essee wishes to use for short periods that are | ess than the
full useful of the asset.

Payi ng Agent -- in a COP or naster |ease arrangenent, a party

appoi nted by the | essor or the | essee(s) as agent to collect the
proceeds at the sale of the COPs and ot her suns provided by the

i nvestors and di shurse such nonies as directed by the | essee(s). In
addition, the paying agent collects rental paynents fromthe | essee(s)
and di sburses themto the investor(s) as directed by the | essor or
under an agreenment with the | essor and | essee(s). This function is
frequently perforned by the escrow agent, also called trustee.

Paynent Schedul e -- a schedule or exhibit to the | ease with the date
and anount of each payment due and the principal and interest
conponents of each paynent. For purposes of the Internal Revenue Code
to be tax-exenpt, the interest conponent of rental paynents nust be
identified and set forth at the inception of the | ease. Mst paynent

schedules will also identify the date and price at which the | essee
can exercise its purchase option.

Paynent Ternms -- the frequency with which | ease paynents are nade.
Dependi ng on the transaction, payments can be nonthly, quarterly,

sem -annual |l y, or annually. Paynents can be in arrears or in advance.
Mbst COPs call for quarterly or sem - annual paynents in arrears.

Premium -- the amount by which the price of an obligation exceeds its
principal amount; for tax-exenpt |eases, this usually is expressed in
the of fering nmenorandum for the COPs (and may constitute funds
available to the underwiter for issuance costs and underwiter's

di scount .

Prepaynent Premium -- also called a prepaynent penalty; if a | essee
exercises its purchase option, it frequently will also have to pay a
prepayment premum The amount of the prepaynment premumis generally
shown on the paynent schedule as part of the total purchase option
price. The prem umincludes anmounts necessary to cover issuance costs
that were included in the original principal or interest rate for the
transacti on but have not yet been anortized. The prepaynent prem um
may al so i nclude ampunts to conpensate for the early term nation of
the |l essor/investor's investnment. |In sone cases, the premumis
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expressed as a specific percentage of the remmining | ease principal
obligation. However, in other transactions, the anmobunt of premumis
not clearly distinguished but is blended into a schedul e of prepaynent
prices.

Present Value -- the equival ent value today of noney available in the
future, either at one time or in a series of paynents. The present
value is influenced by the interest rate factor applied to the future
payment (s) .

Principal -- the anmount | oaned and repaid, usually the cost of the

asset and may include certain issuance costs. Interest is charged
based on the outstandi ng principal.

Private Activity Bond -- under federal tax | aw, bonds of which (i) 10%
or nore of the proceeds are used in the trade or business of

nongover nment al persons and 10% or nore of the debt service is secured
by or derived fromproperty used in the trade or business of

nongover nmental persons, or (ii) 5%or nore of the proceeds are | oaned
t o nongovernnmental persons. Interest on private activity bonds is
tax-exenpt only if certain requirements of Section 141 of the IRC are
sati sfied.

Private Placenent -- a nmethod of selling financial obligations

(i ncluding tax-exenpt bonds, |eases and COPs) where the investors are
alimted nunber of informed individual or institutional investors who
purchase the obligations for their portfolios and not for resale (as
opposed to a public sale).

Private Placenent Menorandum-- see also official statenment; the
di scl osure docunent respecting the tax-exenpt |ease and | essee
pursuant to which private placenents are offered and sol d.

Progress Paynents -- periodic paynents made to a vendor or contractor
for the conpletion of specified phases or deliveries of a project or
asset. In a construction project, for exanple, a contractor wl|l

recei ve paynents in reinbursenent for work conpleted to date or in
progress. To guarantee that the project will be totally conpl eted,
the contractor may be required to post a perfornance bond.

Property and Casualty Insurance -- insurance that |essees are required
to maintain on the | eased asset to protect the investor in the event
the asset is damaged or destroyed. The |essee can be required to

mai ntain the insurance for the original or replacenent value of the
asset or for the outstanding principal balance. The |essee will have
to sign a Certificate of Insurance or provide other proof that it has
the insurance at the proper val ue.

Public Sale -- a nethod of selling financial obligations (including

t ax- exenpt bonds, |eases, and COPs) where an underwiter offers the
securities to a |l arge nunber of investors in denom nations as | ow as
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$5,000. Nornmally a public sale is made pursuant to an officia
st at enent.

Purchase Option -- a provision that gives a | essee the opportunity to
purchase the | eased asset at specific tinmes during the | ease term by
payi ng the then outstanding principal, accrued interest, and, as
appl i cabl e, the prepaynment prem um

Purchase Option Price -- the anobunt due to be paid by a | essee upon
exercise of its purchase option. This anount includes the outstanding
principal, accrued interest, and, as applicable, the prepaynent
premium This amount may al so serve as a casualty value or stipul ated
| oss val ue for insurance purposes. Purchase option prices generally
are shown in the paynent schedul e.

Qui et Enjoynment Cause -- a provision in the | ease which specifically
states that so long as a lessee is not in default, the | essee shall be
entitled to the quiet use and enjoynment of the | eased asset and that
the |l essor or its assignees shall not interfere or otherw se obstruct
such use.

Quit AaimBill of Sale -- |egal evidence of a sale of an asset
wi t hout warranty.

Rebate -- the paynent of certain arbitrage earnings required to be
paid to the United States Treasury under the Internal Revenue Code.

Redenption -- the repaynent of principal of a | ease or bond.

Ref unding -- a financing structure applicable to governnent
obligations, including tax-exenpt |eases, through which the obligation
is redeened by a new financing of the sane or a related issuer on

generally nore favorable financial or legal terms. Refundings are
subject to certain criteria under the IRC

Regi stration -- see also book entry registration; the act of
maintaining a listing of the names and addresses of the owners of
nmuni ci pal bonds and COPs. Registration usually is the responsibility
of the trustee or a registrar. However, every issuer of tax-exenpt
securities with a termin excess of one year, including | ease
transactions, is responsible under the IRC for maintaining or causing
to be maintained the registry of the holders of its securities.

Renewabl e Lease -- a lease witten initially for a short term
(commonly one or two years depending on the | essee's budget cycle)

which is renewabl e for subsequent simlar ternms until a full term
equal to the useful life of the asset is reached. In many such

| eases, renewal occurs automatically unless the |ease is specifically
term nated by the | essee.

Rental Interruption Insurance -- a formof insurance that provides a
flow of funds to protect investors in the event that |eased property
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is not usable and the | essee elects to use the abatenent provisions of
the lease. |If the asset is not usable and, as a result of the |ease
contract, the lessee is not required to nake | ease paynents, insurance
proceeds woul d be used to continue the paynment streamunl ess or unti
the property is restored to a usable condition or the investors are
paid the principal and interest due. However, many rental
interruption insurance contracts are limted to the paynent of rentals
for a fixed nunber of years (commonly two) which period is deened
adequate to restore the asset to useable condition

Reserve Fund -- a special fund established fromlease proceeds from
whi ch noneys can be drawn to make | ease paynents if the |essee is

ot herwi se unable. The fund can be set up entirely froml ease proceeds
or can be partially funded by the | essee over the termof the |ease.

A typical reserve fund would be an anbunt equal to maxi mum annua
paynments for the | ease, but not to exceed 10% of the origina

princi pal amount of the |ease.

Rule 10b-5 -- a rule of the Securities and Exchange Commi ssi on under
the Securities Exchange Act of 1934, which requires that persons
purchasing or selling securities (whether or not registered) not
engage in any device or schene to defraud or nmake any untrue statenent
of a material fact or omt to state a material fact to cause the

di scl osure statement to be msleading. The liabilities of failing to
di scl ose may extend to bond counsel, underwiter's counsel,
underwiters and other participants in the |ease financing.

Rule 15c2-12 -- a rule, effective January 1, 1990, of the Securities
and Exchange Conmi ssion that governs the review and delivery by
underwiters of official statenments released in conjunction with the
sal e of municipal securities.

Saf e Harbor -- an exenption froma rule or restriction provided that
the conditions of the exenption are satisfied.

Sal e-| easeback -- an arrangenent where one party sells an asset it
owmns or is acquiring to another and | eases it back so that the | essee
receives an infusion of cash fromthe sale of the asset but stil
retains its use. The |ease can be structured as an operating | ease
where the new owner can depreciate the asset or as a tax-exenpt |ease
for which the new owner receives tax- exenpt interest and the origina
owner reacquires the asset. In the latter case, the sal e-l easeback may
be referred to as a sale- saleback. This structure is frequently used
to permt |essees to enploy the equity in assets they own to finance
capi tal expenditures or other progranms. For sone governnental units,
a sal e-l easeback is not possible since some may only be permtted to
sell property if it is "surplus" to its needs. It would then be a
contradiction to first declare an asset surplus for the sale and

i Mmedi ately declare it essential for the | ease. Surplus property
rules vary fromone governnental unit to another even within the same
state.
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Secondary Market -- a termdescribing the purchase and sal e of
securities (including tax-exenpt bonds, |eases, and COPs) between
investors at a tinme after the original sale of the securities.
Frequently, the underwiter will maintain a secondary nmarket for |arge
issues to facilitate the orderly buying and selling of the securities
at any tinme during their term There is very little secondary market
activity for individual privately placed tax- exenpt |eases. Sone

l arger institutions have sold parts of their tax-exenpt |ease
portfolios to other institutions or public unit trusts.

Section 103 -- the section of the Internal Revenue Code that defines
the types of governmental units that qualify as tax exenpt.

Security Interest -- a legal claimto property that provides security
to an investor (the secured party) in the event the borrower/| essee
fails to nake all paynents otherw se due. Security interests are
usual ly granted under the terns of the | ease agreenent. [|n nost
cases, security interests are recorded through the filing of a UCC 1
for equipnent or, for vehicles with license plates, by a notation on
the vehicle's certificate of title of the secured party's interest.
For transactions involving real property, the security interest is
usually recorded in the sane nmanner as a nortgage lien. Secured
parties have superior rights to creditors of the | essee respecting the
assets in which they have a security interest, both prior to and in
bankr upt cy proceedi ngs.

Sinple Interest -- interest charged only on the principal anount and
not on interest earned but not paid.

63-20 Organi zation -- a shorthand expression for a non-profit
corporation created by a nunicipality to act as nomnal |essor to
buil d and acquire assets for which the nmunicipality is |l essee. |Its

name i s derived from Revenue Ruling 63-20 (of the Internal Revenue
Service) which establishes the paraneters for this type of
or gani zati on

Subl ease -- al so sublet; a docunent or act by which a | essee all ows
another party to use the | eased asset. Subleasing by the initia

| essee is often restricted by the terns of the tax-exenpt |ease. The
restrictions usually are neant to ensure the continuation of the tax-
exenpt status and the security of the original |ease.

Tax- Exenpt Lease -- also called a mnunicipal |ease, installnent

pur chase | ease, conditional sales agreenent, or a | ease purchase
agreenent; a financing arrangenent whereby a state or |ocal governnent
or agency or subdivision thereof, as |essee, obtains the use and

owner shi p of an asset by mnaking periodic | ease paynents of principal
and interest. Because the lessee is a tax- exenpt entity and will own
t he asset, and assum ng conpliance with the IRC and, in California,

t he Revenue and Taxation Code, interest it pays is exenpt for federa
and state incone or franchise tax purposes.
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Tax Qpinion -- the opinion of counsel specializing in tax-exenpt
obligations that the interest portion of rental paynents received by
the lessor or investor(s) fromthe | essee is exenpt fromfedera

i ncone taxes and, as applicable, state incone or franchise taxes. The
tax opinion may be incorporated into the bond opinion or be separately

provi ded.

Time Value of Money -- see al so present val ue; an econom c concept

whi ch takes into account the fact that funds due in |ater periods may
have a di m ni shed present value due to the intervening period and | oss
of investment earnings by the I ender until the paynent is received.

Triple Net Lease -- also called a net |ease; a termdescribing a | ease
agreenent where the | essee is responsible for all maintenance,

i nsurance, utility charges, taxes, etc., associated with the | eased
asset and that all |ease paynents to be nade are net of all such
expenses. Tax-exenpt |eases are usually triple net |eases.

True Interest Cost -- see also effective interest rate, net interest
cost; a nmeasure of the interest cost of a | ease or bond issue that
accounts for the tine val ue of noney.

True Lease -- a | ease, which does not involve tax-exenpt interest, in
which (i) the | essor owns and receives tax benefits of depreciation on
t he asset being financed, enjoys the benefit and risk of any residua
value at the end of the lease term and is considered the true owner
of the asset and (ii) the |l essee receives only a right to use (has no
equity build-up), can deduct its rental paynents (if the lessee is a
taxable entity) and has the option to purchase the asset at
approximately its fair market value at the end of the | ease.

Trust Agreenent -- see Escrow Agreenent.
Trustee -- see Escrow Agent.
UCC-1 Financing Statement -- see also Certificate of Title;

a form that once executed by a | essee and | essor and filed with the
appropriate state agency (viz., the Secretary of State and, as
appl i cable, the county recorder) records and perfects the

| essor/investor's security interest in the | eased property. The UCC 1
is used in the vast mpjority of tax-exenpt leases in which title to
the |l eased property is in the nane of the governnent |essee.

Underwriter -- purchases bonds or COPs fromthe | essee/issuer or
escrow agent with the intent to resell the securities to investors.

In a firmunderwiting, the underwiter guarantees the purchase of
securities at a predetermned interest rate. 1In a best efforts
underwiting, the underwiter agrees to utilize all reasonable
resources to sell the securities (but without liability to do so or to
purchase unsold securities.) Were the purchase is guaranteed, the
underwiter will usually pre-sell the certificates to investors prior
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to closing or if unable to, the underwiter, for at |least a tenporary
period, nmay be the owner of the certificates.

Underwiter's Concession -- also known as underwriter's spread; the
amount deducted fromthe proceeds of the sale of securities by the
underwriter as conpensation for the undetermned selling efforts and
rel ated risks.

Underwriter's Counsel -- an attorney that represents the interests of
the underwiter in a negotiated sale of COPs. Underwiter's counse
usually will review all transaction docunents and will negotiate

i ssues affecting the underwiter. Areas of particular concern include
di scl osure and securities |aws conpliance and registration

requi rements.

Underwriter's Discount -- also called underwiter's spread; the

di fference between the principal amount of a security and the purchase
price paid to the issuer or the trustee by the underwiter.

Useful Life -- a period of time during which an asset will provide the
desired service to the party using it. The useful life of a piece of
techni cal equi prent coul d be substantially I ess than its expected
technical life (e.g., conputers due to technical obsol escence.)

Vendor -- the seller or supplier of personal property.

Yield -- the rate of interest paid to an investor
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APPENDI X B

Resour ces



RESOURCES

This section |lists publications and organi zati ons that can serve
as resources for further information on tax-exenpt |easing. The |ist
of references contains articles, panphlets, and books that address
various |easing issues. It does not provide an exhaustive
bi bl i ography on nuni ci pal debt managenent.

The second list is of national organizations that offer staff
and/ or technical assistance on |lease financing. |In addition to these
nati onal organi zations, there are many state and regi onal associations
that represent governnent officials that may al so be able to provide
assi stance and fromwhi ch readers can seek information. Additiona
i nformati on and assistance is al so available from state agenci es such
as the California Debt Advisory Conmm ssion (CDAC).
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PUBLI CATI ONS

Associ ation for Governnental Leasing & Finance. "The ABCs of
Muni ci pal Leasing." (tentative title). Wshington, DC Association
for Governnental Leasing & Finance, forthcom ng Fall 1990.

"Tax-Exenpt Leasing Letter." Association for Governnent al
Leasi ng & Finance, binonthly newsletter.

Horler, Virginia L. GQuide to Public Debt Financing in California. San
Franci sco, CA: Packard Press, Septenber 1987.

McLaughl in, Paul E. "Governnental Leasing: Federal Tax Survey." in
Governnental Leasing: Surveys of Federal Tax Law, Federal Securities
Law and of Legislation and Case Lawin the Fifty States. Washington,
DC. Association for Governnmental Leasing & Finance, 1989.

Mar di kes, CGeorge M, MlLaughlin, Paul E. and Gorman, Gren E. Fifty
State Survey -- CGovernnental Leasing: Surveys of Federal Tax Law,
Federal Securities Law and of Legislation and Case Lawin the Fifty
States. Washington, DC. Association for Governnental Leasing &

Fi nance, 1990.

Mbak, Lennox L. Municipal Bonds: Planning, Sale and Adm nistration.
Chicago, IL: Minicipal Finance Oficers Association, 1982.

Moody's Investor's Service. "Mwody's Views on Lease Rental Debt." in
Mbody' s Munici pal Issues. New York, NY: Mody's Investors Service,
March 1989.

Moody' s Public Finance Sem nars. Sem nar Wrkbook, March 1990.

Petersen, John E. and Eitelberg, Cathie G "The Tax Reform Act of
1986: Maj or Provisions Affecting the Tax- Exenpt Securities Mrket."
Covernment Finance O ficers Association, Special Bulletin, October 6,
1989.

Orick, Herrington & Sutcliffe. California Debt |Issuance Priner.
Sacranento, CA: California Debt Advisory Comm ssion (CDAC), March
1989.

Standard & Poor's Corporation. "Minicipal Leases." CGedit Review New
York, NY: Standard & Poor's Corporation, April 9, 1990.

Vogt, John A and Cole, Lisa A A Quide to Minicipal Leasing.
Chi cago, IL: Minicipal Finance O ficers Association, 1985.

White, WIlson. Basics: The Minicipal Bond Market. Jersey City, NJ: The
Fi nanci al Press, 1985.
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ORGANI ZATI ONS
Associ ati ons

Aneri can Associ ati on of Equi pnment Lessors
1300 North 17th Street

Arlington, VA 22209

703/ 527- 8655

Associ ation for CGovernnental Leasing & Finance
1101 Connecticut Avenue, NW Suite 700
Washi ngt on, DC 20036

202/ 429- 5135

Governnent Finance O ficers Association
180 North M chi gan Avenue 8th Fl oor

Chi cago, |IL 60601

312/ 977-9700

or

1750 K Street, NWSuite 200
Washi ngt on, DC 20006
202/ 429- 2750

Publ i c Securities Association
40 Broad Street 12th Fl oor
New Yor k, NY 10004

212/ 809- 7000

or
1000 Vernont Avenue, NW Suite 800

Washi ngt on, DC 20005
202/ 898- 9390
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Q her Organi zati ons

Capital Quaranty | nsurance Conpany
One Market Pl aza

San Franci sco, CA 94105

415/ 995- 8000

Fi nanci al Guaranty I nsurance Conpany (FG C)
175 Water Street

New Yor k, NY 10038

212/ 607- 3039

Fitch | nvestor Service, Inc.
One State Street Pl aza

New Yor k, NY 10004

212/ 908- 0500 or 800/ 753- 4824

Covernment al Accounting Standards Board
P. O Box 5116

Stanford, CT 06856

203/ 847- 0700

MBI A Corp. (Municipal Bond |Investors Assurance Corp.)
113 King Street

Armonk, NY 10504

914/ 273- 4545

Moody' s I nvestors Service
99 Church Street

New Yor k, NY 10007

212/ 553- 0826

Nat i onal Associ ation of Bond Lawyers
Box 397

H nsdal e, IL 60522

312/ 920- 0160

St andard & Poor's Corporation
25 Broadway 21st Fl oor

New Yor k, NY 10004

212/ 208- 1779
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